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CHAPTER  I 
INTRODUCTION 

This  study  is  a  critique  of  the  doctrine  known  as  "balanced 
growth"  proposed  by  the  late  Professor  Ragnar  Nurkse  in  his  1953  volume, 
Problems  of  Capital  Formation  in  Underdeveloped  Countries. 1  It  tries 
(l)  to  identify  the  Nurksian  doctrine  of  balanced  growth  as  to  its 
content  as  well  as  to  its  origins,  (2)  to  evaluate  the  doctrine  within 
Nurkse' s  own  set  of  presuppositions  and  his  own  framework  of  analysis, 
and  (3)  to  re-evaluate  the  doctrine  in  terms  of  the  larger  framework  of 
capital  formation  and  economic  development  of  underdeveloped  countries 
so  as  to  see  the  full  potentialities  and  limitations  of  a  theory  of 
balanced  development  or  growth. 

The  term  "balance,"  "balanced  development,"  or  "balanced 
growth"  has  been  used  quite  often  in  the  rapidly  expanding  literature 
on  economic  development.  Not  infrequently  it  is  regarded  as  of  critical 
importance  to  development.2  The  literature,  however,  is  usually  lacking 


^■New  York:  Oxford  University  Press,  1953. 

2For  example,  W.  A.  Lewis  writes  "the  secret  of  most  develop- 
ment problems  is  to  maintain  a  proper  balance  between  sectors.  ..." 
See  his  Theory  of  Economic  Growth  (London:  Allen  8»  Irwin,  1955),  p.  Ifcl. 
A  United  Nations'  study  also  reads  "manufacturing  .  .  .  agriculture, 
power  and  transport  and  export  activities  .  .  .  upon  whose  balanced 
growth  integrated  economic  development  depends."  Cf.  Process  and 
Problems  of  Industrialization  in  Underdeveloped  Countries  (New  York: 
Department  of  Economics  and  Social  Affairs,  United  Nations,  1955),  P«  2. 


in  explicit  definitions  of  the  term.  If  one  attempts  to  find  from  the 
context  vhat  definitions  are  implicit  he  discovers  that  a  wide  range 
of  different  and  often  conflicting  concepts  is  "being  covered  by  the 
single  word  "balance."  The  concept  of  balanced  growth,  thus,  is  one 
of  the  most  elusive  in  the  literature.  "The  balance  or  balanced 
growth  has  so  many  meanings  that  it  is  in  danger  of  losing  them  all. 
Whether  balance  has  any  particular  meaning  or  not  depends  on  the 
context. 

The  various  meanings  attached  by  economists  to  balanced 
growth  range  all  the  way  from  the  most  exact  one  defined  by  mathe- 
matical equations  to  the  most  vague  one  having  only  rhetorical  value. 
At  one  extreme,  it  represents  a  mathematical  expansion  path  in  which 
the  economy  changes  only  in  scale  and  not  in  composition.  Thus, 
Solow  and  Samuelson  write: 

By  balanced  growth  (or  decay)  we  mean  a  state  of  affairs  in  which 
the  output  of  each  commodity  increases  (or  decreases)  by  a 
constant  percentage  per  unit  of  time,  the  mutual  proportions  in 
which  commodities  are  produced  remaining  constant.  The  economy 
changes  only  in  scale,  but  not  in  composition. 

Balanced  growth  has  been  defined  to  mean  Xj(t  +  l)  =  Xj(t)  for 
each  and  for  some  positive  constant  \,   /where  X^(t)  is  the  output 
of  the  ith  commodity  in  period  t_/.5 

At  another  extreme,  "the  word  has  purely  rhetorical  meaning, 

^Charles  P.  Kindleeerger,  Economic  Development  (Hew  York: 
The  McGraw-Hill  Book  Company,  Inc.,  1958),  p.  1^9. 

^Robert  M.  Solow  and  Paul  A.  Samuelson,  "Balanced  Growth 
under  Constant  Returns  to  Scale,"  Econometrica,  July  1953,  P-  ^12. 

5 Ibid.,  p.  klk. 


like  'well-conceived  plans'  or  'carefully  integrated  projects,'  and 
means  little  more  than  'successful'."6  For  example,  the  title  of 
the  American  Economic  Association's  discussion  of  the  role  of  monetary 
policy  in  economic  development  was  "The  Monetary  Role  in  Balanced 
Economic  Growth. "?  Out  of  the  five  participants  only  Ellis  referred 
to  the  word  balance  and  this  in  an  obscure  way:  "But  economic  growth, 
even  balanced  economic  growth,  as  an  objective  of  monetary  policy  is 
extraneous  and  potentially  pernicious." 

Between  these  extremes  are  a  number  of  other  meanings. 
Moreover,  many  people  veer  among  various  meanings.  By  the  same  word 
balance  one  might  mean  very  different  things  in  different  contexts. 
Let  us  take  a  quick  glance  at  some  of  these  different  meanings. 

For  some  economists,  balance  means  equilibrium.  Thus  Vakil 
and  Brahmanand  write:  "In  an  economy  in  which  every  thing  is  in 
balance,  both  short-period  as  well  as  long-period  productive  oppor- 
tunities too  would  tend  to  be  in  balance."" 

Occasionally  balance  refers  to  the  expansion  of  consumption 
so  as  to  match  the  growth  of  productive  capacity:  "Balanced  economic 
growth  can  be  defined  as  a  development  in  which  the  growth  of 

"Kindleberger,  op.  cit.t  p.  IV?. 

'American  Economic  Review,  Papers  and  Proceedings,  May  1956. 

8Ibld.t  p.  208. 

9c.  N.  Vakil  and  P.  R.  Brahmanand,  Planning  for  an  Expanding 
Economy:  Accumulation  Employment  and  Technical  Progress  in  Under- 
developed Countries  (Bombay:  Vora  &  Co.,  1956),  p.  335. 


consumption  matches  the  growth  of  productive  capacity  in  the  consumer- 
goods  sector."10 

By  balanced  growth  is  often  meant  balanced  development  among 
various  sectors  or  regions.  For  example  it  might  refer  to  a  balance 
between  the  agricultural  and  industrial  sectors:  Emphasizing  the 
importance  of  balance  among  sectors,  W.  A.  Lewis  writes:  "The  various 
sectors  of  the  economy  must  grow  in  the  right  relationship  to  each 
other,  or  they  cannot  grow  at  all."    "In  development  programmes  all 
sectors  of  the  economy  should  grow  simultaneously,  so  as  to  keep  a 

proper  balance  between  industry  and  agriculture,  and  between  production 

«12 
for  home  consumption  and  production  for  export. 

To  some,  balanced  development  is  achieved  by  assigning 
priorities:  "Balanced  economic  development  depends  on  assigning 
priorities  to  projects  according  to  their  contribution  to  the  produc- 
tivity of  the  economy. ■"  "The  road  to  balance  is  through  priorities 
for  investments  which  change  people.  Balance  .  .  .  can  be  more  surely 

achieved  by  concentrating  on  those  places  which  will  let  the  energy  of 

Ik 
the  society  achieve  it  for  itself." 

10Economic  Survey  of  Europe  in  195 5  (Geneva:  Economic  com- 
mission for  Europe,  United  Nations,  1956),  p.  ?6. 

^Op.   eit.,  p.  276. 

i^Ibid.,  p.  283.  See  also  Sumitro  Djojohadikusumo,  "Balanced 
Development  of  Agriculture  and  Industry,"  Economics  and  Finance  in 
Indonesia,  July  1953;  James  S.  Dusenberry,  Discussion,  American 
Economic  Review,  Papers  and  Proceedings,  pp.  558-66. 

^•^TaxeB  and  Fiscal  Policy  in  Underdeveloped  Countries 
(New  York:  Technical  Assistance  Administration,  United  Nations,  195*0# 

p*  5-      1W 

■"■TCindleberger,  op.   cit.t  p.  166. 


In  still  other  meanings,  '"balance  is  a  motto  opposed  to 
the  .  .  .  development  through  the  establishment  of  manufacturing 
industries,  and  serves  primarily  as  a  salutary  reminder  not  to  neglect 
agriculture."  5  Ironically  enough  the  same  term  is  used  by  others  as 
a  slogan  to  oppose  concentration  on  primary  production  and  to  advocate 
industrialization  and  diversification. 

Finally,  balanced  growth  means  a  simultaneous  expansion  of 
various  consumer -goods  industries,  or  "more  or  less  synchronized 

application  of  capital  to  a  wide  range  of  different  consumer-goods 

16 
industries."    This  is  the  meaning  ascribed  to  the  term  "balance"  by 

Ragnar  Nurkse  in  his  doctrine  of  balanced  growth. 

Among  the  multitude  of  meanings  attached  to  the  concept  of 

balanced  growth,  however,  Nurkse' s  formulation  of  it  stands  out 

singularly.  Nurkse' s  is  the  most  clear-cut  and  extensive  treatment  of 

the  concept  of  balanced  growth,  and  it  is  the  most  widely  known  among 

students  of  economic  development.  Thus,  when  students  of  economic 

development  talk  about  the  concept  or  doctrine  of  balanced  growth  they 

usually  associate  it  with  Nurkse  and  his  formulation  of  it.  Indeed, 

Nurkse 's  formulation  is  for  many  economists  almost  the  doctrine  of 

balanced  growth.  Thus,  to  name  a  few,  Marcus  Fleming,  John  Sheahan, 

Harvey  I«ibenstein,  and  John  M.  Hunter1^  are  talking  about  Nurkse 's 


15  lfi 

Ibid.,  p.  150.  °Nurkse,  op.  cit.t  p.  11. 

IT 
Marcus  Fleming  "External  Economies  and  the  Doctrine  of 

Balanced  Growth,"  Economic  Journal,  June  1955;  John  Sheahan,  Inter- 
national Specialization  and  the  Concept  of  Balanced  Growth,"  Quarterly 
Journal  of  Economics.  May  1958;  Harvey  Leibenstein,  Economic  Backward- 
ness and  Economic  Growth  (New  York:  John  Wiley  &  Sons,  Inc.,  1957), 


formulation  when  they  refer  to  "balanced  growth."  As  a  matter  of  fact, 
Nurkse's  doctrine  has  repeatedly  been  discussed  by  specialists  in  the 
field.  For  example,  when  the  American  Economic  Association  had  a 
special  discussion  on  balanced  economic  growth  at  its  Seventy-first 
Annual  Meeting  in  December,  1958,  most  of  the  participants  referred  to 
Nurkse  and  his  concept  of  balanced  growth.1®  It  is  because  of  the 
central  position  occupied  by  Nurkse's  formulation  of  the  doctrine  that 
the  present  writer  undertakes  a  critical  evaluation  of  the  Nurksian 
thesis. 

A  preliminary  precis  of  the  Nurksian  formulation  might  be 
useful  at  this  point.  A  more  elaborate  summary  will  be  developed  in 
Chapter  II. 

In  underdeveloped  countries  there  is  little  incentive  to 
invest  capital  in  the  introduction  of  modern  large-scale  production 
technique  in  any  single  industry  producing  goods  or  services  for 
domestic  consumption.  The  major  cause  of  this  trouble  is  the  narrowness 
of  the  market.  Reflecting  the  low  level  of  production  and  income,  the 
domestic  market  for  any  particular  manufactured  consumer-good  is  likely 
to  be  inadequate  to  absorb  the  normal  output  of  an  efficient  modern 
plant.  The  workers  in  the  plant  Itself  cannot  compensate  for  the 

p.  107 J  John  M.  Hunter,  "Economic  Growth  and  Development:  Discussion," 
American  Economic  Review.  Papers  and  Proceedings,  May  1957,  p.  6l. 

Goran  Ohlin,  "Balanced  Economic  Growth  in  History"; 
J.  R.  T.  Hughes,  "Foreign  Trade  and  Balanced  Growth  —  The  Historical 
Framework";  Rudolph  C.  Blitz,  "Discussion  of  Papers  by  J.  R.  T. 
Hughes  and  Goran  Ohlin  on  Balanced  Growth  in  Economic  History,"  all 
in  American  Economic  Review.  Papers  and  Proceedings.  May  1959, 
PP.  330-57. 


deficiency  "because  they  will  spend  their  incomes  on  a  variety  of  goods 
and  services  and  not  only  on  the  product  of  their  plant.  Therefore, 
the  plant  will  be  an  uneconomic  proposition  and  will  not  he  established. 
However,  since  the  expansion  of  any  one  industry  would  increase  the 
demand  for  the  products  of  other  industries,  Nurkse  suggests  that  the 
incentive  to  invest  would  he  much  greater  if  investment  in  a  wide  range 
of  consumer- goods  industries  were  undertaken  simultaneously.  Then, 
people  working  in  a  number  of  different  industries  would  become  each 
other's  customers.  The  deadlock  of  the  narrow  market  would  thus  disap- 
pear. In  short,  while  isolated  investment  in  any  particular  industry 

taken  by  itself  is  unprofitable,  "a  more  or  less  synchronized  appli- 

19 
cation  of  capital  to  a  wide  range  of  different  industries,"   becomes 

profitable . 

The  above  summary  of  the  Nurksian  doctrine  of  balanced 

growth  suggests  that  the  two  distinctive  elements  of  the  doctrine 

are  (l)  its  emphasis  on  the  role  of  insufficient  demand  as  a  key 

factor  inhibiting  investment  and  growth  in  underdeveloped  countries, 

and  (2)  its  offer  of  "balanced,"  "simultaneous,"  or  "all-around" 

development  in  the  consumer-goods  sector  as  the  solution  to  overcome 

this  difficulty. 

This  theory  of  economic  development  has  been  subjected  to  a 

20 
number  of  destructive  criticisms.    They  are  called  "destructive" 

19 
^Kurkse,  op.  cit.,  p.  11. 

See,  among  others,  Marcus  Fleming,  "External  Economies  and 
the  Doctrine  of  Balanced  Growth,"  op.  cit.;  John  Sheahan,  "International 
Specialization  and  the  Concept  of  Balanced  Growth,"  op.  cit. 


because  while  many  of  those  critics  were  quick  to  point  out  some  real 
as  veil  as  imaginary  shortcomings  and  to  suggest  the  complete  scrapping 
of  the  doctrine,  they  refused  to  recognize  important  contributions  of 
the  doctrine.  The  effect  of  these  criticisms  is  to  threaten  the  very 
idea  of  balanced  growth  itself. 

The  present  study,  on  the  other  hand,  is  undertaken  in  the 
spirit  of  constructive  criticism.  The  writer  attempts  to  show  that 
while  the  doctrine  has  some  grave  shortcomings,  it  also  contains  some 
very  valuable  insights  which  will  serve  as  useful  guides  in  the 
developmental  process  of  underdeveloped  economies. 

A  brief  description  of  the  plan  of  study  concludes  this 
introduction. 

Chapter  II  is  an  exposition  of  the  Nurksian  formulation  of 
the  doctrine  of  balanced  growth.  It  attempts  to  present  —  without 
introducing  the  writer's  own  view  —  the  Nurksian  diagnosis  and 
prescription  of  the  barriers  to  capital  formation  and  economic  develop- 
ment in  underdeveloped  areas.  Only  the  last  section  of  the  chapter  is 
an  exception  to  the  policy  of  strict  adherence  to  Nurkse's  own  view, 
and  examines  Nurkse's  position  in  a  historical  perspective. 

The  critical  evaluation  of  the  Nurksian  doctrine  is  presented 
in  Chapters  III  through  VTII.  Chapter  III  examines  the  Nurksian 
thesis  under  Nurkse's  own  set  of  assumptions  and  within  his  own  realm 
of  analysis.  In  other  words,  the  chapter  confines  itself  to  the  analysis 
of  what  has  been  said  by  Nurkse  without  questioning  the  validity  of 
the  Nurksian  assumptions  and  framework  of  analysis.  The  identification 


of  Nurkse's  positive  contributions  and  the  critique  of  the  Nurksian 
solution  of  horizontal  balance  and  of  his  use  of  the  income  elasticity 
of  demand  as  the  measure  of  balance  are  contemplated. 

Chapter  IV,  on  the  other  hand,  is  a  critique  of  the  Nurksian 
assumption.  It  questions  the  validity  of  the  Nurksian  assumptions 
regarding  demand  conditions  and  the  private  enterprise  economy.  A 
further  critique  of  the  use  of  the  income  elasticity  of  demand  as  the 
investment  criterion  is  undertaken. 

Chapters  V  and  VI  emancipate  themselves  from  the  narrow 
confine  of  the  Nurksian  realm  of  analysis.  Unlike  Nurkse  vho  confined 
his  analysis  to  the  demand  side  of  the  problem  of  capital  formation, 
the  writer  undertakes  —  in  the  belief  that  the  study  of  supply  side 
is  an  indispensable  component  of  a  theory  of  balanced  growth  or 
development  —  an  exploration  into  the  problems  on  the  supply  side. 
The  lack  of  external  economies  and  social  overhead  capital 
and  their  implication  on  economic  development  of  underdeveloped 
countries  are  the  central  concern  of  Chapter  V.  Chapter  VI  examines 
the  supply  of  capital  and  human  and  natural  resources  in  underdeveloped 
countries,  and  studies  its  implication  on  balanced  development. 

Chapter  VII  explores  some  of  the  difficulties  in  developing 
the  theory  of  balanced  development.  The  distinction  between  the 
concepts  of  balance  as  macro-  and  micro-criteria  is  made,  and  the  use 
of  the  concept  of  balanced  development  as  the  macro-criterion  alone  is 
suggested  in  view  of  the  difficulty  of  developing  the  micro-criterion 
of  balance. 


10 


The  question  of  "balance  versus  priority"  as  investment  cri- 
teria in  underdeveloped  countries  is  examined  in  Chapter  VIII.  After 
some  detailed  examination  of  the  macro-connotations  of  the  terms 
balance  and  priority,  it  is  shown  that  the  two  concepts  are  not 
necessarily  competitive  but  can  play  mutually  complementary  roles  In 
the  developmental  process  of  underdeveloped  economies. 

Chapter  IX  serves  as  an  over-all  summary  and  evaluation  of 
the  study. 


CHAPTER  II 

THE  NURKSIAN  DOCTRINE  OF  BALANCED  GROWTH 

The  Nurksian  Doctrine  of  Balanced 
Growth;  An  Exposition 

Most  of  this  chapter  is  devoted  to  a  more  elaborate  restate- 
ment of  the  Nurksian  doctrine  of  balanced  growth.   Since  it  represents 
a  mere  exposition  of  Nurkse's  idea  itself,  1  the  reader  is  cautioned 
not  to  hold  the  present  writer  responsible  for  the  ideas  expressed  in 
this  expository  section.  Needless  to  say,  however,  the  writer  assumes 
full  responsibility  for  interpreting  Nurkse's  meaning,  and  for 
reorganizing  Nurkse's  materials. 

Inducement  to  invest  in 
underdeveloped  countries 

As  already  noted,  the  starting  point  of  the  Nurksian  doctrine 

of  balanced  growth  is  its  emphasis  on  deficiency  of  market  demand  as 

the  most  important  single  factor  impeding  private  investment  in 

underdeveloped  countries.  The  deficiency  of  demand  referred  to  here 


This  chapter  is  based  mainly  on  Chapter  I  of  Nurkse's  Problems 
of  Capital  Formation  in  Underdeveloped  Countries,  op.  cit.   Reference 
is  also  made  to  Nurkse's  Some  Aspects  of  Capital  Accumulation  in  Under- 
developed Countries  (Cairo:  The  Bank  of  Egypt,  1952);  "Some  Inter- 
national Aspects  of  the  Problem  of  Economic  Development,"  American 
Economic  Review.  Papers  and  Proceedings.  May  1952;  "The  Problem  of 
International  Investment  Today  in  the  Light  of  Nineteenth  Century 
Experience,"  The  Economic  Journal.  December  1954;  "Trade  Fluctuations 
and  Buffer  Policies  of  Low  Income  Countries,"  Kyklos,  1958,  Fasc.  2. 
In  the  following  pages,  the  first  book  cited  in  this  note  will  be 
referred  to  merely  as  "Nurkse,  op,  cit." 
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is  not  in  the  Keynesian  sense  of  a  deficiency  of  aggregate  monetary 
demand  due  to  excessive  saving,  but  in  the  classical  sense  of  a 
deficiency  of  real  purchasing  power  due  to  prevailing  low  levels  of 
income.   The  majority  of  people  in  underdeveloped  countries  today 
lack  even  an  adequate  provision  of  such  necessities  of  subsistence 
as  food,  clothing  and  shelter:  they  are  ill-fed,  ill-clothed,  and  ill- 
sheltered.  With  the  most  urgent  wants  still  remaining  unsatisfied 
there  is  little  room  for  peripheral  postponable  wants.  People 
generally  are  simply  too  poor  to  save;  and  a  deflationary  gap  through 
excessive  saving  is  a  sheer  impossibility  in  this  poverty-stricken 
underprivileged  world.  The  market  is  narrow  and  demand  is  deficient 
not  because  people  save  too  much,  but  because  most  people  are  too 
poor  to  satisfy  even  their  current  needs.  Under  these  conditions,  the 
market  could  be  expanded  only  if  the  people's  real  income  were  to  be 
expanded.  Here  we  are  in  the  classical  world  of  Say's  law  in  which 
production,  by  increasing  the  people's  ability  to  buy,  promptly 
increases  the  people's  demand  for  goods  and  services.  J.  S.  Mill's 
following  summary  of  Say's  Law,  quoted  by  Nurkse,^  fits  the  under- 
developed world  of  today  fairly  well:  "Nothing  is  more  true  than  that 
it  is  produce  which  constitutes  the  market  for  produce,  and  that 
every  increase  of  production,  if  distributed  without  miscalculation 
among  all  kinds  of  produce  in  the  proportion  which  private  interest 


%urkse,  op.  cit.,  pp.  8-9,  and  17. 
3Ibid.,  pp.  11-12. 
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vould  dictate,  creates,  or  rather  constitutes,  its  own  demand." 

The  extent  of  the  market,  in  Nurkse's  view,  is  an  important 
consideration  for  an  entrepreneur  in  making  his  investment  decision. 
Thus,  Nurkse  states  that  "the  inducement  to  invest  is  limited  by  the 
size  of  the  market. "^  This  proposition  is,  in  effect,  a  modern 
variant  of  Adam  Smith's  famous  thesis  that  "the  division  of  lahour  is 
limited  hy  the  extent  of  the  market."   Hurkse  gives  the  credit  of 
this  re interpretation  to  Allyn  Young.  According  to  Young, '  the 
securing  of  increasing  returns  depends  upon  roundabout  ways  of 
production  which  is  the  principal  economy  of  division  of  lahour  in  its 
modern  forms.  The  economies  of  roundabout  methods,  however,  depend 
upon  the  extent  of  the  market.  Therefore,  taking  a  country's  resource 
endowments  as  given,  "the  most  important  single  factor  in  determining 
the  effectiveness  of  it6  industry  appears  to  be  the  size  of  the 
market."8 

^Essays  on  Some  Unsettled  Questions  of  Political  Economy 
(London:  The  London  School  of  Economics  Reprint,  19^3),  p.  73.  For 
Say's  own  descriptions,  see  his  Treatise  on  Political  Economy,  trans- 
lated by  C.  R.  Prinsep,  New  American  Edition  (Philadelphia:  Grigg  & 
Elliot,  l&^k),   Chapter  XV;  and  Letters  to  Malthus  on  Political  Economy 
and  Commerce,  Wheeler  Economic  and  Historical  Reprints  No.  2  (London: 
George  Harding's  Bookshop  Ltd.,  1936),  Letter  I:  Further  consideration 
of  the  applicability  of  Say's  Law  in  today's  underdeveloped  countries 
will  be  given  in  Section  2,  Chapter  IV. 

?Nurkse,  op.  cit.,  p.  6. 

"An  Inquiry  into  the  Nature  and  Causes  of  the  Wealth  of 
Nations  (Modern  Library  Edition),  p.  17. 

'"Increasing  Returns  and  Economic  Progress,"  The  Economic 
Journal,  December  1928,  pp.  533  and  539. 


8Jbid.,  p.  533. 
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According  to  Nurkse,  the  point  that  capital  investment  is 
limited  by  the  size  of  the  market  has  long  been  familiar  to  the 
practical  world  of  business.   In  Nurkse' s  view,  it  is  a  matter  of 
common  observation  that  the  use  of  capital  for  the  production  of  goods 
and  services  for  the  domestic  market  of  underdeveloped  countries  is 
inhibited  by  the  lack  of  domestic  purchasing  power,  i.e.,  by  the  lack 
of  an  adequate  domestic  market.   The  economic  incentive  to  install 
capital  equipment  for  the  production  of  a  particular  commodity  or 
service  always  depends  in  some  measure  on  the  amount  of  work  to  be 
done  with  this  equipment.   If  there  is  a  wide  market  for  the  particular 
commodity  or  service  it  will  pay  for  an  entrepreneur  to  install  modern 
equipment  and  to  take  the  advantage  of  round-about  methods  of  pro- 
duction.  If,  on  the  other  hand,  there  is  only  a  narrow  inelastic 
market  for  the  commodity  or  service,  reliance  on  modern  production 
technique  will  only  mean  over-production  or  underutilization  of  the 
facilities  —  an  uneconomic  proposition  which  will  not  be  undertaken. 
Naturally  the  individual  businessman  must  take  the  amount  of  work  to 
be  done  —  the  size  of  the  market  for  his  commodity  or  service  —  more 
or  less  as  he  finds  it.  He  may  hope  to  be  able  to  deflect  some  of 
the  present  volume  of  consumer  expenditure  in  his  own  favor;  but  where 
real  income  is  close  to  the  subsistence  level  and  people  are  spending 
most  of  their  income  on  the  basic  necessities  of  life,  there  is  little 
scope  for  such  deflection.   The  limited  size  of  the  market  in  an 
underdeveloped  country  thus  constitutes  a  real  obstacle  to  the 
application  of  capital  by  a  private  entrepreneur  producing  for  that 
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market.   "Even  though  in  economically  backward  areas  Say's  law  may 
he  valid  in  the  sense  that  there  is  no  deflationary  gap,  it  is  never 

valid  in  the  sense  that  the  output  of  any  single  industry,  newly  set 

«10 
up  with  capital  equipment,  can  create  its  own  demand.     This  might 

he  restated  hy  saying  that  Say's  Law  is  applicable  to  the  economy  as  a 

whole  hut  not  to  any  specific  industry  taken  by  itself.  Because  the 

people  of  the  backward  areas  are  poor,  additional  income  accruing  to 

them  is  likely  to  be  spent;  production,  by  increasing  income,  tends  to 

create  demand  for  various  goods  and  services.  There  is,  however,  no 

guaranty  that  the  income  created  by  the  establishment  of  any  single 

industry  will  necessarily  be  spent  for  the  purchase  of  this  industry's 

product;  the  creation  or  expansion  of  any  single  industry  does  not 

necessarily  create  demand  for  its  own  product. 

Thus,  "he  small  domestic  market  in  a  low-income  country  is 
an  obstacle  to  capital  formation  in  that  country.  However,  it  is 
generally  agreed  that  capital  formation  is  a  necessary  ingredient  of 
economic  development.  From  this  it  follows  that  a  narrow  domestic 
market  is  an  obstacle  to  economic  development  generally. 

Let  us  look  at  the  celebrated  example  of  the  shoe  industry 
by  which  Nurkse  illustrates  the  way  in  which  the  small  size  of  a 
country's  market  can  discourage,  or  even  prohibit,  a  profitable  appli- 
cation of  modern  capital  equipment. 

°Nurkse,  op.  cit.,  pp.  7-8. 
10Ibid.f  p.  9. 
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Human  wants  being  diverse,  the  people  engaged  in  the  new 
industry  will  not  wish  to  spend  all  their  income  on  their  own 
products.   Suppose  it  is  a  shoe  industry.   The  shoe  producers 
cannot  live  on  shoes  alone  and  must  depend  on  exchange  of  shoes 
for  other  things  they  need.   If  in  the  rest  of  the  economy 
nothing  happens  to  increase  productivity  and  hence  buying  power, 
the  market  for  the  new  shoe  output  is  likely  to  prove  deficient. 
People  outside  the  new  industry  will  not  give  up  other  things  in 
order  to  buy,  say,  a  pair  of  shoes  every  year  if  they  do  not  have 
enough  food,  clothing  and  shelter.   They  cannot  let  go  the  little 
they  have  of  these  elementary  necessities.   If  they  were  willing 
to  renounce  some  of  their  present  consumption  in  exchange  for  an 
annual  pair  of  new  shoes,  these  things  would  become  available  for 
the  shoe  workers  to  make  up  the  balance  in  their  consumption  needs. 
As  it  is,  the  new  industry  is  likely  to  be  a  failure. "11 

Thus  in  an  underdeveloped  country  where  the  great  majority 
of  people  are  too  poor  to  wear  leather  shoes,  setting  up  a  modern 
shoe  factory  would  be  a  doubtful  proposition;  the  market  for  shoes 
would  simply  be  too  small  to  allow  any  profitable  capital  investment. 

It  is  important  to  note  that  Nurkse  believes  that  the  diffi- 
culty of  the  narrow  market  is  not  limited  to  certain  selected  types  of 
industries,  but  that  the  difficulty  is  almost  all-pervasive.  The 
difficulty  caused  by  the  small  size  of  the  market  relates  to  "any 
individual  entrepreneur  in  any  particular  industry."    Many  articles 
which  would  find  ready  markets  in  the  United  States  and  other  economi- 
cally advanced  countries  could  be  sold  to  poor  people  of  underdeveloped 
countries  in  quantities  so  limited  that  a  machine  working  only  a  few 
days  or  weeks  could  produce  enough  for  a  whole  year's  consumption,  and 

Ibid.,  p.  9.   A  reference  later  on  will  reveal  that  Rosen- 
stein-Rodan  gave  a  substantially  similar  argument  with  the  same 
example  of  a  shoe  factory  some  ten  years'  earlier. 

Tlurkse,  op.  cit..  p.  7  (italics  mine);  see  also  pp.  10-11. 
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would  have  to  stand  idle  the  rest  of  the  time.  According  to  George 
Wythe,  for  example,  a  modern  rolling  mill  in  Chile  —  which  is 
standard  equipment  in  any  industrial  country  —  can  produce  rolls  for 

four-inch  angle  iron  in  three  hours,  enough  to  last  the  country  for  a 

13 
year.  **  In  other  cases,  foreign  branch  plants  which  had  heen 

established  in  Latin  American  countries  were  subsequently  withdrawn 

because  it  was  found  that  the  local  market  was  too  small  to  make  their 

operation  profitable.  These  isolated  examples  may  exaggerate  the 

difficulty,  but  the  difficulty  of  narrow  markets  in  underdeveloped 

Ik 
countries  is  real.    Profitable  capital  investment  is  deterred  by 

the  limited  extent  of  the  market  in  poor  countries.  Nurkse  does  not 

dispute  the  technical  contribution  which  capital  can  bring  about  in 

backward  countries,  and  recognizes  that  the  possible  increase  in 

physical  output  with  modern  machinery  may  be  tremendous.  But  a 

businessman  is  concerned  "not  simply  with  physical  productivity,  but 

with  value  productivity,  and  this  is  limited  for  any  individual 

business  by  the  poverty  of  potential  consumers. "" 

In  underdeveloped  countries  which  must  accumulate  capital 

to  develop  their  economies,  there  are  only  weak  incentives  to  invest 

in  capital.  The  most  important  single  cause  of  this  trouble  is  according 

to  Nurkse,  the  inelasticity  of  demand  due  to  the  low  purchasing  power 

13 
^Industry  in  Latin  America  (New  York:  Columbia  University 

Press,  19^9},  2nd  ed.,  p.  62;  or  Nurkse,  op.  cit.,  p.  J. 
14Nurkse,  op.  cit.,  p.  J. 
15Ibid.,  p.  Ik. 
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of  the  people  in  poorer  countries.    A  hungry,  shabbily  dressed 
man's  expenditure  on  foods  end  clothes  are  not  likely  to  be  deflected 
say,  to  a  nev  pair  of  shoes.  "It  i6  in  this  vay  that  poverty  cramps 
the  inducement  to  invest  and  discourages  the  application  of  capital 
to  any  single  line  of  production.  The  enlargement  of  the  market 
through  the  rise  in  productivity  that  would  result  from  increased 
capital  intensity  of  production  is  inhibited  by  the  initial  smallness 
of  the  market."17 

The  trouble  is  accentuated  by  discontinuities  in  the  technical 

forms  of  capital  equipment  and  by  the  short  supply  of  the  qualities  of 

lfl 

enterprise  and  initiative  in  underdeveloped  countries.    Different 

industries  have  different  capital  requirements,  and  the  optimum  scale 
varies  among  different  industries.  Hovever,  to  produce  vith  modern 
capital  equipment  means  generally,  though  not  invariably,  producing 
on  a  larger  scale,  in  the  sense  of  a  larger  output  per  plant. 
Additions  to  capital  equipment  are  apt  to  come  in  relatively  big  units, 
and  there  is  especially  a  characteristic  lumpiness  in  the  process  of 

investment  in  overhead  capital  facilities  such  as  railways,  power 

19 
plants  and  water  works.  y     Thus  lumpiness  of  the  investment  process, 

calling  for  a  large  discontinuous  jump  in  the  rate  of  output  in  a  small 

inelastic  market,  is  likely  to  aggravate  the  difficulty  of  insufficient 

inducement  to  invest. 

The  lack  of  innovating  entrepreneurs  —  who  are  the  central 


l6Ibid.,  pp.  10-11.       17Ibid.t  p.  10. 
l8Ibid.  19Ibid. 
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figures  in  Schumpeter's  theory  of  economic  development  —  also  keeps 
down  the  inducement  to  invest  in  most  underdeveloped  countries.  In 
these  countries  the  value  systems  and  social  attitudes  favorable 
to  business  and  industry  are  usually  lacking.  A  talented  youth  who 
would  otherwise  have  entered  the  world  of  business  usually  prefers 
to  be  a  scholar,  government  official,  etc.  Thus,  "the  qualities 

of  enterprise  and  initiative  are  usually  in  short  supply  .  .  .  and 

90 
the  demand  for  capital  tends  to  be  sluggish  for  this  reason  alone." 

The  availability  of  entrepreneur ship  in  underdeveloped 
countries  is  limited.  Moreover,  entrepreneurs'  inducement  to  invest 
is  kept  down  by  inelastic  consumer  demand  as  well  as  by  technical 
discontinuities.  While  technical  discontinuities  may  call  for 
sizable  forward  "jumps"  in  the  rate  of  output,  the  small  and  in- 
elastic consumer  demand  in  a  poverty-stricken  country  tends  to  make 

such  jumps  very  risky  in  any  branch  of  industry  considered  by  it- 

21 
self.    If  in  the  past  an  attempt  at  investing  capital  in  particular 

industries  came  to  grief  for  these  reasons,  the  individual  business- 
man is  likely  to  take  a  pessimistic  view  of  future  investment  projects; 

the  demand  for  capital  will  be  depressed,  and  the  rate  of  economic 

22 
development  slowed  down. 

The  traditional  pattern  of  foreign  investment  which  has 

tended  to  shy  away  from  industries  producing  for  domestic  markets  in 

underdeveloped  countries  and  to  concentrate  instead  on  primary 

20 Ibid. .  p.  10.  2IIbid. 

22Ibid. 
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production  for  export  to  industrial  countries  is,  according  to  Nurkse, 

evidence  which  confirms  the  thesis  that  "the  inducement  to  invest  is 

limited  "by  the  size  of  the  market."  ' 

From  the  latest  comprehensive  figures  for  American  direct 
investments  ...  it  can  be  seen  that  of  the  total  invested  in 
Canada  and  Western  Europe  at  the  end  of  1950,  23$  was  in 
extractive  industries,  as  much  as  60%  in  manufacturing  and  trade, 
Gf>   in  public  utilities  and  11$  in  miscellaneous  activities, 
including  cinemas  and  other  entertainments.  Of  the  investments 
outstanding  on  the  same  date  in  all  other  countries,  which  with  a 
few  exceptions  are  economically  backward,  6o#  was  in  extractive 
industries,  mostly  petroleum  and  mining,  with  20$,  17#  and  3^ 
respectively  in  the  other  groups. 

Why  is  it  that  in  underdeveloped  areas  American  businessmen  mostly 
invest  only  in  extractive  industries  —  oil  fields,  mines  and  plan- 
tations —  producing  for  export  markets,  while  in  more  advanced  areas 
they  show  significant  interest  in  manufacturing  industries  for  local 
consumption?  According  to  Nurkse  the  explanation  lies  in  the  extent 
of  the  local  markets  in  the  respective  areas;  that  is,  in  the  meager 
purchasing  power  of  local  consumers  in  underdeveloped  countries  on  the 
one  hand,  and  in  the  high  purchasing  power  of  local  consumers  in 
advanced  areas.  Private  investment  —  domestic  as  well  as  inter- 
national —  is  generally  governed  by  "the  pull  of  market  demand."  * 
In  underdeveloped  countries  there  is  no  internal  market  to  assure 
profitable  investment,  only  export  markets  in  great  industrial  centers 

23lbid.,  pp.  2^.27  and  85-87. 

2^Kurkse,  "The  Problem  of  International  Investment  Today  in  the 
Light  of  Nineteenth  Century  Experience,"  op.  cit.,  p.  753.  For 
original  data,  see  Survey  of  Current  Business,  December  1952,  pp.  7-11 
and  19. 

25lJurkse,  op.  cit.,  p.  26. 
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provide  any  strong  incentive  to  invest.  Foreign  direct  investment 
accordingly  has  tended  to  concentrate  on  primary  production  which  found 
markets  in  advanced  industrial  nations.26  There  never  was  much  induce- 
ment for  foreign  business  enterprise  to  invest  in  manufacturing  indus- 

27 

tries;  markets  there  vere  too  small  to  provide  enough  incentive.    The 

so-called  "colonial"  type  of  foreign  investment  was  created  by  the 
investing  countries'  own  demands  for  raw  materials  for  their  indus- 
tries. Such  foreign  investment  was  foreign  only  in  a  geographic 

sense;  it  formed  essentially  a  part  of  the  investing  country's  econo- 

28 

my. 

Nurkse  repeatedly  stressed  that  the  most  decisive  determinant 
of  the  inducement  to  invest  is  the  size  of  the  market.  But  just  what 
constitutes  a  market?  Here,  Nurkse  fully  accepts  the  answer  given  by 
Allyn  Young.  According  to  Young,  what  makes  up  a  market  is  "not  area 
or  population  alone,  but  buying  power,  the  capacity  to  absorb  a  large 
annual  output  of  goods.  This  trite  observation,  however,  at  once 
suggests  another  equally  trite  one,  namely,  that  capacity  to  buy  de- 
pends upon  capacity  to  produce.  In  an  inclusive  view  .  .  .  the  size 

29 
of  the  market  is  determined  and  defined  by  the  volume  of  production." 

In  underdeveloped  countries  the  market  is  narrow  and  demand  is 


26lbid.,  p.  27.  27Ibid. .  p.  26. 

H.  W.  Singer,  "The  Distribution  of  6ain6  Between  Investing 
and  Borrowing  Countries,"  American  Economic  Review.  Papers  and 
Proceedings.  May  1950,  p.  475. 

29 

Young,  op.  cit..  p.  533. 
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insufficient  in  the  clasical  sense  of  the  shortage  of  supply  to  offer 
in  exchange.  The  crucial  determinant  of  the  volume  of  production, 
according  to  Nurkse  and  Young,  is  productivity.  Thus  the  most  im- 
portant single  determinant  of  the  size  of  the  market  is  productivity.30 
Capacity  to  produce  means  capacity  to  buy. 

The  sice  of  the  market  is  determined  by  productivity. 
According  to  Nurkse,  productivity,  in  turn,  is  largely  determined  by 
the  capital  intensity  of  production.  Though  many  things  enter  into  the 
determination  of  productivity  of  a'  nation,  the  degree  to  which  capital 
is  employed  in  production  is  the  most  important  factor  to  be  singled 
out.  Productivity,  or  output  per  man  hour,  depends  largely  on  the 

use  of  machinery  and  other  equipment.  "It  is  a  function  ...  of  the 

31 
capital-intensity  of  production."    To  increase  productivity  in  order 

to  enlarge  the  market  and  to  promote  economic  prog  ess, Tore  capital 

must  be  employed  in  the  process  of  production.  However,  for  any  one 

individual  businessman  the  use  of  capital  is  Inhibited  to  start  with 

because  of  the  narrow  domestic  market  in  poorer  countries. 

Thus,  we  have  "a  circular  constellation  of  forces  tending  to 

act  and  react  upon  one  another  in  such  a  way  as  to  keep  a  poor  country 

32 
in  a  state  of  poverty."    The  inducement  to  invest  may  be  low  because 


Tiurkse,  op.  cit. .  p.  9:  There  seems  to  be  many  others  who 
realized  this  interrelationship  between  productivity  and  market.  For 
one,  George  Wythe  in  his  book  the  first  edition  of  which  appeared  in 
1945  writes  that  "the  national  market  can  be  permanently  enlarged  only 
through  an  all-round  increase  in  productivity."  (Op.  cit..  p.  62). 


Hurkse,  op.  cit..  p.  9. 


32Ibid. .  p.  4, 
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of  the  small  market,  which  is  due  to  the  small  buying  power  of  the 
poor  people  in  backward  areas,  which  again  is  due  to  low  productivity. 
The  low  level  of  productivity,  however,  is  a  result  of  the  —II 
amount  of  capital  used  in  production,  which  in  its  turn  is  caused  by 
the  small  inducement  to  invest.  Where  is  the  way  out  of  this  under- 
development equilibrium  trap? 

Balanced  growth:  the  answer  to 
insufficient  inducement  to  invest 

Hurkse's  foregoing  diagnosis  of  the  difficulty  facing  economic 
development  of  underdeveloped  societies  seems  gloomy  and  dismal  enough. 
If  his  analysis  stopped  there,  economics  would  surely  seem  to  deserve 
the  old  notorious  brand  of  "dismal  science."  However,  to  our  relief, 
Hurkse's  gloomy  diagnosis  is  followed  by  an  optimistic  prescription. 

The  circular  constellation  of  underdevelopment  equilibri- 
um —  however  real  it  is  —  is  only  part  of  the  story.  The  under- 
development trap  need  not  be  an  inexorable  decree  of  fate.  "The 
circle  is  not  unbreakable.  And  once  it  is  broken  at  any  point,  the 
very  fact  that  the  relation  was  circular  tends  to  make  for  a  cumu- 
lative advance.  We  should  perhaps  hesitate  to  call  the  circle 
vicious*  it  can  become  beneficent."33  A  theory  of  stagnation,  if  it 
is  to  be  meaningful,  must  be  succeeded  by  a  theory  of  development 
explaining  the  forces  that  are  required  to  lift  a  backward  economy 

out  of  the  underdevelopment  equilibrium  in  which  it  would  otherwise 

Ik 

tend  to  settle. 


33Ibid.,  p.  11.  3^Ibid. 
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Nurkse  offers  an  ambitious  solution  to  overcome  the  problem 

of  market  deficiency  harassing  the  late-comers  in  the  field  of 

economic  development.  According  to  him,  vhat  is  required  to  find  a 

solution  is  to  look  at  industrial  operations  as  an  interrelated 

vhole.  The  rate  at  which  any  one  industry  grows  is  conditioned  by  the 

rate  at  which  other  industries  grow.  Any  substantial  application  of 

capital  by  an  individual  entrepreneur  in  any  particular  industry  may 

prove  to  be  unprofitable  due  to  the  limitation  of  consumer  demand. 

But  what  is  true  of  any  single  line  of  production  taken  by  itself  is 

not  necessarily  true  of  a  wide  range  of  different  industries.  A 

simultaneous  or  balanced  development  of  a  large  number  of  different 

industries  brings  out  an  entirely  different  result  from  that  of 

developing  a  single  industry.  If  a  program  of  balanced  development 

of  many  different  industries  is  undertaken,  people  working  in 

different  projects  will  become  each  other's  customers  and  the  market 

difficulty  will  largely  disappear.  Balanced  growth,  therefore,  is 

our  solution.  In  Nurkse' s  own  words: 

The  difficulty  caused  by  the  small  size  of  the  market  relates 
to  individual  investment  incentives  in  any  single  line  of 
production  taken  by  itself.  At  least  in  principle,  the  difficulty 
vanishes  in  the  case  of  a  more  or  less  synchronized  application 
of  capital  to  a  wide  range  of  different  industries.  Here  is  an 
escape  from  the  deadlock;  here  the  result  is  an  over-all  enlarge- 
ment of  the  market.  People  working  with  more  and  better  tools 
in  a  number  of  complementary  projects  become  each  other's 
customers.  Most  industries  catering  for  mass  consumption  are 
complementary  in  the  sense  that  they  provide  a  market  for,  and 
thus  support  each  other.  This  basic  complementarity  stems,  in 
the  last  analysis,  from  the  diversity  of  human  wants.  The  case  for 
'balanced  growth'  rests  on  the  need  for  a  balanced  diet.35 


35Hurkse,  op.  clt.t  p.  11  (italics  mine). 
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The  important  point  is  to  realize  how  simultaneous!  over-all 
investment  in  a  number  of  different  industries  can  economically 
succeed  while  any  single  investment  by  an  individual  businessman  in 
any  industry  alone  may  be  blocked  or  discouraged  by  the  lack  of 
demand.  Where  any  single  enterprise  may  appear  risky  and  dubious 
because  of  a  narrow  market,  investing  in  a  whole  range  of  different 
industries  may  succeed  because  each  will  support  the  other.   "People 
engaged  in  each  project,  now  working  with  more  real  capital  per  head 
and  with  greater  efficiency  in  terms  of  output  per  man  hour,  will 

provide  an  enlarged  market  for  the  products  of  the  new  enterprises 

36 
in  the  other  industries."    Thus,  the  market  difficulty  and  the 

drag  it  imposes  on  capital  formation  and  economic  development  could 

be  removed  by  an  all-round  expansion  of  market  brought  about  by  a 

wave  of  capital  investment  in  a  number  of  different  industries. 

The  notion  of  external  economies,  though  not  quite  in  the 

familiar  Harshallian  sense,  might  be  applicable  to  this  mutually 

37 
supporting  role  of  different  industries.    Each  of  a  wide  range  of 

projects,  by  contributing  to  an  enlargement  of  consumer  demand,  can 

be  said  to  create  economies  external  to  the  individual  firm  and/or 

industry.  Roaenstein-Rodan,  in  a  1943  article,  also  called  the  benefit 

arising  out  of  simultaneous  development  of  various  industries  "external 

economies."  According  to  him,  the  development  of  a  complementary 

system  of  industries  reduces  the  risk  of  not  being  able  to  sell. 

Since  risk  can  be  considered  as  cost,  it  reduces  cost  and  creates 

36lMd.,  P-  13.  37Ibid. .  p.  14. 
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economies  external  to  a  firm  or  industry.-*8  Nurkse,  as  did  Allyn 
Young  and  Rosenstein-Rodan,  seems  to  "believe  that  one  of  the  most 
important  forms  of  external  economies  which  leads  to  increasing 
returns  is  the  one  which  increases  the  size  of  the  market.^ 

It  must  he  noted  that  when  Nurkse  says  that  people  working 
in  "a  wide  range  of  different  industries  .  .  .  become  each  other's 
customers,"   the  industries  to  which  he  is  referring  are  consumer- 
goods  industries.  This  follows  not  only  from  the  logic  of  his  thesis, 

hut  also  is  clear  from  his  direct  reference  to  "industries  catering 

Ul 
for  mass  consumption."    Rosenstein-Rodan  also  made  an  explicit 

statement  as  to  the  type  of  industries  he  is  talking  about  by  saying 
that  "the  industries  producing  the  bulk  of  the  wage  goods  can  be  said 
to  be  complementary." 

A  balanced  growth  of  various  industries  has  been  offered  as 
the  answer  to  overcome  market  difficulty.  But  what  does  Nurkse 
precisely  mean  "by  the  word,  "balance"?  Though  Nurkse  gives  no  ex- 
plicit and  exact  statement  of  what  he  means  by  balance  or  balanced 
growth,  it  is  not  difficult  to  find  the  implicit  meaning  attached  to 
it  from  Nurkse' s  scattered  references  to  it.  In  connection  with 


3°Rosenstein-Rodan,  "Prohlems  of  Industrie 11 nation  of  Eastern 
and  South-Eastern  Europe,"  The  Economic  Journal.  Juw -September  19^3, 
pp.  205  and  207.  

39 
Nurkse,  op.  cit..  p.  Ik-,   Young,  op.  cit..  p.  533. 

^°Nurkse,  op.  cit..  p.  11.      ^Ibid. 

ha 

^Rosenstein-Rodan,  op.  cit..  p.  205 . 
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discussions  of  the  rate  of  growth  of  various  industries  Nurkse 
refers  to  "patterns  of  consumer  preferences,"  *  "pattern  of 
consumer's  demand,"   and  "demand  .  .  .  elasticities."  '    From  these 
references  ve  might,  without  too  much  risk  of  misinterpretation, 
infer  that  Nurkse  means  by  balanced  growth  the  synchronized  expansion 
of  various  factory-produced  consumer -goods  industries  at  the  rates 
dictated  by  the  community's  income  elasticities  of  demand.  The  income 
elasticity  of  demand  is  defined  as  the  ratio  between  the  relative 
change  in  quantity  demanded  and  the  relative  change  in  income. 

Much  the  same  meaning  of  balance  has  also  been  implied  by  Young  and 

1*7 

Lewis.    Nurkse  did  not  elaborate  on  the  problems  or  procedures 

involved  in  the  practical  attempt  to  employ  the  income  elasticities  of 
demand  as  the  measure  of  balanced  growth. 

On  the  possibility  of  measuring  the  elasticities  of  demand 

3"An  increase  in  the  production  of  shoes  alone  does  not 
create  its  own  demand.  An  increase  in  production  over  a  wide  range  of 
consumables,  so  proportioned  as  to  correspond  with  the  patterns  of 
consumer's  preferences,  does  create  its  own  demand."  (Op.  cit., 
p.  12;  italics  mine.) 

^« 

.  .  .  provided  of  course  that  the  composition  of  the 

increased  consumable  output  corresponds,  by  and  large,  to  the  pattern 

of  consumer's  demands."  (Ibid.,  p.  13.) 

^"Although  naturally  some  industries  grow  faster  than  others 
since  demand  .  .  .  elasticities  will  vary  for  different  products." 
(Ibid.,  p.  lt|  italics  mine.) 

^6The  difficulties  involved  in  the  use  of  the  income  elastici- 
ty of  demand  as  the  measure  of  balance  are  examined  in  Section  3, 
Chapter  III  and  Section  3,  Chapter  IV. 

^Young,  op.  cit.,  p.  53Uj  W.  Arthur  Lewis,  The  Theory  of 
Economic  Growth,  op.  cit.t  p.  278. 
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of  various  products  in  underdeveloped  countries,  Nurkse  makes  no 

statement.  But  Rosenstein-Rodan  is  optimistic: 

While  in  the  highly  developed  and  rich  countries  with  their 
more  variegated  needs  it  is  difficult  to  assess  the  prospective 
demand  of  the  population,  it  is  not  as  difficult  to  foresee  on 
what  the  formerly  unemployed  workers  would  spend  their  wages  in 
regions  where  a  low  standard  of  living  obtains. 

Now  that  the  Nurksian  diagnosis  of,  as  well  as  the  Nurksian 
prescription  for,  the  trouble  of  insufficient  inducement  to  Invest  in 
underdeveloped  countries  have  been  seen,  a  summary,  in  a  few  words, 
of  what  is  meant  by  Nurkse's  "doctrine  of  balanced  growth"  will  be 
appropriate.  In  a  nutshell,  the  Nurksian  doctrine  of  balanced  growth 
(l)  emphasizes  the  narrowness  of  the  market  in  underdeveloped 
countries  as  a  factor  deterring  capital  formation;  (2)  recognizes 
explicitly  the  interrelationship  between  productivity  and  the  size 
of  the  market;  and  (3)  proposes  a  more  or  less  simultaneous  growth  of 
various  consumer-goods  industries  as  the  solution  to  overcome  the 
difficulty  caused  by  the  narrow  market. 

The  foregoing  exposition  constitutes  the  main  body  of  Nurkse's 
theoretical  structure.  The  following  two  sections  are  of  secondary 
importance  to  his  basic  thesis,  and  deal  with  the  impact  of  balanced 
growth  on  international  trade  and  the  problem  of  planning  versus 
private  enterprise  in  executing  balanced  growth,  respectively.  The 
former  topic  is  restated  here  (l)  because  Nurkse's  position  is  often 
misunderstood  by  the  critics  and  (2)  because  it  gives  an  important 

^80p.  cit.,  p.  206. 
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secondary  support  to  the  doctrine.  The  latter  is  recapitulated  here 
merely  to  clarify  the  position  of  the  doctrine  with  respect  to  the 
problem. 

Balanced  growth  and  international  trade 

Repeated  attacks  on  the  doctrine  of  balanced  growth  have  been 
made  on  the  ground  that  it  runs  against  the  principle  of  international 
specialization  and  reduces  the  volume  of  international  trade.  Does  it 
not  mean  turning  away  from  the  principle  of  comparative  advantage  to 
undertake  a  balanced  growth  or  diversification  of  the  domestic 
economies  of  underdeveloped  countries?  Why  do  these  countries  not 
push  their  production  and  export  of  primary  commodities,  and  import 
the  industrial  products  they  need  for  a  "balanced  diet"?  Balancing 
of  domestic  economies  of  underdeveloped  countries  means  foregoing  the 
advantage  of  specialization  and  trade.  The  term  "balance,"  though 

helpful  as  a  means  of  coordinating  investment  internationally,  can  be 

49 
absolutely  unhelpful  applied  to  any  one  nation  taken  alone. 

If  the  critics  of  Nurkse's  doctrine  believe  that  his  bold 
thesis  of  balanced  growth  is  based  on  Nurkse's  ignorance  of  the 
opportunity  open  to  underdeveloped  countries  in  the  field  of  inter- 
national trade,  nothing  could  be  further  from  the  truth.  Nurkse  was 
primarily  a  student  of  international  trade,  and  his  proposal  of 
balanced  development  of  industries  mainly  producing  for  the  domestic 
market  of  an  underdeveloped  country  is  founded  on  a  clear  understanding 

49 

John  Sheahan,  op.  clt. .  p.  197. 
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of  the  conditions  of  the  international  market  today.  If  a  rapidly 
expanding  vorld  market  is  facing  the  producers  of  primary  commodities 
in  underdeveloped  countries,  concentrated  development  effort  on 
primary  production  would  increase  the  real  income  of  underdeveloped 
countries,  and  might  help  their  economic  development.  An  individual 
entrepreneur  would  then  find  profitable  opportunities  to  invest  his 
capital  in  extractive  industries  working  for  export  to  industrialized 
countries.  Rich  international  markets  would  supplement  the  narrow 
domestic  market,  and  the  problem  of  insufficient  inducement  to  invest 
might  disappear  altogether.  Thus,  if  the  existence  of  a  vigorously 
expanding  market  for  primary  products  could  be  assumed,  the  principle 
of  comparative  advantage  might  furnish  a  valuable  guide  to  the 
direction  of  development  in  underdeveloped  countries.  Underdeveloped 
countries'  concentration  on  extractive  industries  for  the  sake  of 
export  would  benefit  not  only  the  industrialized  countries  but  also  the 
low  income  countries  themselves. 

According  to  Nurkse,  however,  for  fairly  obvious  reasons 
"expansion  of  primary  production  for  export  is  apt  to  encounter  adverse 
price  conditions  on  the  world  market."^0  The  nineteenth  century  type 
of  steadily  expanding  demand  for  raw  materials  by  the  industrial 
powers  does  not  exist  in  the  present  century.  There  has  been  seme 
sluggishness  in  the  industrial  countries'  demand  for  raw  materials, 
and  there  is  no  certainty  that  this  sluggishness  is  gone  for  good.'51 


5°Nurkse,  op.  clt..  p.  21  (italics  mine).    53Tbid. 
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To  push  exports  of  primary  commodities  in  the  face  of  an 
inelastic  and  more  or  less  stationary  demand  would  not  he  a 
promising  line  of  long-run  development.  If  it  is  plausible  to 
assume  a  generally  less  than  unitary  price  elasticity  of  demand 
for  crude  foodstuffs  and  materials,  it  seems  reasonable  also  to 
conclude  that,  under  the  conditions  indicated,  economic  growth  in 
underdeveloped  countries  must  largely  take  the  form  of  increased 
production  for  domestic  markets.  .  .  .  Under  these  conditions, 
if  there  is  to  be  any  development  at  all,  it  must  concentrate  at 
least  initially  on  production  for  local  requirements. 52 

Thus,  today's  world  market  conditions  might  make  it  imperative 

for  underdeveloped  countries  not  to  concentrate  on  primary  commodities 

but  to  work  for  their  domestic  markets.  Kurkse,  however,  does  not 

stop  with  this  rather  negative  defense  of  balanced  growth.  He  has  a 

convincing  positive  defense,  too.  In  his  opinion,  balanced 

growth  —  as  a  means  of  enlarging  the  market,  stimulating  capital 

investment,  and  increasing  productivity  and  real  purchasing  power  ~ 

is  an  indispensable  basis  for  expanding  international  trade.  It  is 

well-known  thatf  because  of  their  low  level  of  productivity  and  hence 

of  real  purchasing  power,  underdeveloped  primary-producing  countries 

play  only  a  minor  role  in  international  trade;  by  and  large,  the 

advanced  industrial  countries  with  their  high  productivity  and 

purchasing  power  are  each  other's  best  customers. 53  indeed,  "balanced 

growth,  as  a  means  of  enlarging  the  market  and  stimulating  the 

incentives  for  higher  productivity  through  capital  investment,  is  an 

essential  basis  for  expanding  trade. "5^  Thus,  in  Hurkse's  model, 


52Ibid.,  p.  22.  53ibid.,  pp.  20-21. 

^Ibid.,  p.  21. 
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balanced  growth  will  In  the  long  run  tend  to  help  rather  than  hinder 
the  growth  of  world  trade. 

Balanced  growth  and  the  question  of 
planning  versus  private  enterprise 

The  Nurksian  doctrine  of  balanced  growth  is  fundamentally  a 
thesis  related  to  a  private  enterprise  economy.  The  difficulty  of  the 
narrow  domestic  market  reduces  entrepreneurs'  inducement  to  invest. 
The  solution  of  balanced  growth  is  a  measure  to  relieve  the  difficulty 
faced  by  private  entrepreneurs.  There  can,  however,  still  arise  the 
question,  Is  balanced  growth  to  be  left  completely  to  the  action  of 
private  entrepreneurs  or  is  it  to  be  deliberately  organized  by  some 
sort  of  central  planning?  Nurkse  offers  no  categorical  answer  to 
this  question.  He  thinks  that  whether  balanced  growth  is  enforced 
by  coordinated  central  planning  or  achieved  spontaneously  by  innova- 
ting entrepreneurs  is  a  question  of  method,  and  that  his  main  concern 
is  the  economic  nature  of  the  solution  and  not  the  administrative  form 
of  it.  He  takes  a  neo-classical  economist's  stand  on  value  judgment 

and  declares  "the  economist,  as  an  economist,  has  no  categorical 

55 
imperatives  to  issue  on  this  subject"   of  planning  versus  private 

enterprise. 

Though  Nurkse  emphasizes  the  important  role  played  by  the 

profit  motive  of  private  entrepreneurs,  he  goes  on  —  probably  as  a 

social  philosopher  if  not  as  a  careless  economist  —  to  adumbrate 

55Ibid. .  p.  16. 
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the  need  of  coordinated  central  planning  for  balanced  growth  in  most 
underdeveloped  countries  today.  The  question  of  method  must  be 
decided  on  the  ground  of,  among  other  broader  considerations,  "human 
qualities  and  motive  forces  existing  in  any  particular  society."5   The 
main  source  of  the  human  qualities  of  enterprise  and  initiative  in  the 
industrial  development  of  Western  Europe  was,  according  to  Nurkse,  the 
middle  class.  That  middle  class,  however,  is  virtually  non-existent 
in  many  backward  countries  today.  Schumpeter's  "swarm- like  appearance 
of  new  enterprises"  —  which  seems  to  have  what  it  takes  for  balanced 
growth  —  can  not  be  relied  on  to  lead  the  process  of  balanced 
economic  development  in  today's  underdeveloped  world.  Private  enter- 
prises are  still  too  weak,  and  the  socio-political  atmosphere  may 
not  be  conducive  to  a  rapid  development  of  them. 

It  may  be  that  .  .  .  the  forces  that  are  to  defeat  the  grip 
of  economic  stagnation  have  to  be  deliberately  organized  to  some 
extent,  at  any  rate  initially.  In  the  early  industrial  develop- 
ment of  Japan,  for  instance,  the  state  was  the  great  innovator 
and  the  industrial  pioneer  on  a  wide  front. 57 

The  emphasis  given  to  the  role  of  public  finance  in  the 

concluding  chapter  of  his  book,  as  well  as  the  frequency  with  which  he 

refers,  in  various  contexts,  to  the  role  of  government  in  the  economic 

growth  of  underdeveloped  countries5  also  reveals  the  importance 

attached  by  Nurkse  to  the  leading  role  of  government. 


56Ibid.t  p.  16.  57ibjat<  p.  15. 

58For  example,  ibid.,  pp.  96,  110,  1^0,  1^3,  Ikk,   151,  152, 
etc. 
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Nurkse's  Position  in  Historical  Perspective 
The  concept  of  balanced  growth  as  advanced  by  Nurkse,  like 
many  important  ideas  in  social  sciences,  is  not  an  entirely  novel 
creation  of  a  single  individual.  Not  only  Nurkse  but  also  many 
other  people  are  associated  with  the  development  of  the  concept. 

As  it  was  adumbrated  in  the  preceding  expository  section, 
Nurkse's  thesis  has  things  common  to  Adam  Smith,  J.  B.  Say,  and  Joseph 
A.  Schumpeter.   In  Smith  we  find  the  emphasis  of  the  extent  of  market 
as  the  limiting  factor  of  the  division  of  labor,  which  is  the  main 
determinant  of  productivity.   In  Say,  we  find  emphasis  on  production 
as  the  ultimate  source  of  purchasing  power.  And  in  Schumpeter  we 
find  the  emphasis  on  over-all  development,  i.e.  the  broad  waves  of 
innovating  entrepreneurs.  All  these  concepts  doubtlessly  play  cer- 
tain roles  in  Nurkse's  thesis.  It  is,  however,  in  Allyn  Young  and 
P.  N.  Rosenstain-Rodan  that  we  find  the  immediate  forerunners. 

Smith's  thesis  that  "division  of  labour  is  limited  by  the  size  of 

59 
the  market"   had  to  await  Allyn  Young's  reinterpretation  before 

it  could  readily  form  a  part  of  Nurkse's  thesis.  The  main  emphasis 

of  Say's  Law  was  not  to  stress  but  to  minimize  the  importance  of 

market  demand.  Schumpeter 's  innovating  entrepreneurs  are  conspicuous 

by  their  absence  in  underdeveloped  areas.  Young  and  Rosenstein- 

Rodan,  on  the  other  hand,  gave  the  same  kind  of  stress  and  a  similar 

solution  as  was  given  in  Nurkse's  doctrine. 


59 

Op.  cit..  p.  17. 
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Allyn  Young  in  his  1928  article  "Increasing  Returns  and 

Economic  Progress"  stressed  the  importance  of  market  demand  for 

60 
industrial  growth  and  the  interrelationship  of  various  industries. 

The  securing  of  increasing  returns  depends  upon  the  progressive 

division  of  labour,  vhose  principal  economies  in  its  modern  forms 

are  derived  from  using  lahour  in  roundabout  ways.  The  economies  of 

roundabout  methods,  however,  depend  upon  the  extent  of  the  market. 

Therefore,  "taking  a  country's  economic  endowment  as  given,  .  .  .  the 

most  important  single  factor  in  determining  the  effectiveness  of  its 

62 
industry  appears  to  be  the  size  of  the  market."    Young  not  only 

emphasizes  the  importance  of  market  but  also  points  out  productivity 

as  the  determinant  of  the  size  of  market.  Capacity  to  buy  depends 

upon  capacity  to  produce.  The  size  of  market  is  "determined  and 

defined  by  the  volume  of  production."  *  The  reader  will  remember  that 

this  is  almost  identical  with  the  explanation  given  by  Nurkse. 

Interrelationship  of  industries  is  clearly  discerned  by  Young. 

The  rate  at  which  any  one  industry  grows  is  conditioned  by  the  rate 

6k 
at  which  other  industries  grow.    Progressive  division  and  speciali- 
zation of  industries  is  an  essential  part  of  the  process  by  which  in- 
creasing returns  are  realized.  Therefore,  to  understand  the  mechanism 
of  increasing  returns,  industrial  operations  must  be  seen  as  an 

°°0p.  clt.t  pp.  527-^2.    6lIbid.,  pp.  531  and  539. 
62TMd.,  p.  533.         63lbid. 
^Ibid.,  p.  53^. 
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integrated  whole.    Furthermore,  the  enlarging  of  the  output  of 

any  one  commodity  produced  under  increasing  returns  generally  has 

the  net  effect  of  enlarging  the  market  for  other  commodities.    If 

the  composition  of  output  is  balanced,  "an  increase  in  the  supply  of 

67 
one  commodity  is  an  increase  in  the  demand  for  other  commodities. " 

By  emphasizing  the  role  of  the  market  in  industrial  growth 
and  by  showing  the  interrelationship  of  industries  not  only  as 
complementary  suppliers  and  buyers  at  different  stages  of  production 
(balance  in  supply)  but  also  as  each  other's  customers  through  income- 
creating  effects  (balance  in  demand),  Young  has  laid  important 
foundations  for  the  development  of  the  doctrine  of  balanced  growth. 
Indeed,  once  one  recognizes  the  importance  of  the  market  in  economic 
development  and  the  possibility  that  increased  production  of  one 
commodity  results  in  an  increased  market  for  other  goods  in  general, 
then  one  does  not  have  to  jump  too  far  to  reach  the  thesis  that  the 
solution  to  overcome  the  narrowness  of  market  lies  in  a  simultaneous 
development  of  various  industries.  Young,  however,  might  be  called 
an  anticipator  of  the  concept  of  balanced  growth  rather  than  a  pro- 
ponent of  it,  for  he  did  not  suggest  any  balanced  or  simultaneous 
growth  approach  as  the  means  to  widen  the  market. 

The  doctrine  of  balanced  growth  in  the  Nurksian  sense  is 
clearly  spelled  out  by  P.  N.  Rosenstein-Rodan  in  the  above-mentioned 


forbid.,  p.  539.  ^Ibid.,  p.  537- 

67lbld.f  p.  53fc. 
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19^3  article  "Problems  of  Industrialization  of  Eastern  and  South- 

68 
Eastern  Europe."    Though  Rosenstein-Rodan  does  not  elaborate  the 

difficulties  caused  by  the  narrow  market,  he  clearly  recognizes  the 

role  of  the  market.  To  overcome  the  barrier  of  the  narrow  market, 

he  proposed  the  solution  of  simultaneous  or  balanced  growth  approach, 

i.e.,  "a  scheme  of  planned  industrialization  comprising  a  simultaneous 

69 
planning  of  several  complementary  industries."  7  In  arguing  for  such 

a  simultaneous  development,  Rosenstein-Rodan  emphasizes  complementarity 

of  different  industries.  He  points  out  that  if  we  put  say,  20,000 

unemployed  workers  into  a  large  shoe  factory,  the  project  will  be  a 

failure  because  there  will  not  be  sufficient  demand  to  make  it 

profitable.  If,  instead,  one  million  workers  were  put  not  into  one 

industry,  but  into  a  whole  series  of  consumer-goods  industries  on 

which  workers  would  spend  their  wages,  what  was  not  true  in  the  case 

of  one  shoe  factory  would  become  true  in  the  case  of  a  whole  system 

of  industries.  The  development  of  a  whole  series  of  industries  would 

create  its  own  additional  market.  Industries  producing  the  bulk  of 

consumer- goods  can  therefore  be  said  to  be  complementary.  By  reducing 

each  other's  risk  of  not  being  able  to  sell,  they  provide  a  "a  special 

case  of  external  economies."' 

Complementarity  of  different  industries,  according  to 

680p.  cit.,  pp.  202-11. 

k^Ibid.,  p.  20hi   Rosenstein-Rodan,  however,  did  not  use  the 
term  "balanced  growth." 


7°Ibid.,  pp.  205-206. 
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Rosenstein-Rodan,  arises  not  only  from  the  demand  side  but  also  from 

the  supply  side.  Several  other  types  of  "external  economies"  will 

arise  when  a  system  of  different  industries  is  created.  First,  there 

are  the  strictly  Marshallian  economies  external  to  a  firm  within  a 

growing  industry.  Secondly,  there  are  economies  external  to  one 

industry  due  to  the  growth  of  other  industries.  Thirdly,  training  of 

71 
labour,   which  is  the  first  task  of  industrialization,  could  very 

profitably  be  undertaken  if  a  whole  series  of  industries  is  treated 

and  planned  like  "one  huge  firm  or  trust."  There  are  no  mortgages 

on  workers  —  an  entrepreneur  who  invests  in  training  workers  may  lose 

money  if  these  workers  contract  with  other  firms.  But  there  is  no 

such  risk  in  the  case  of  a  series  of  Industries  to  be  created  when 

72 
taken  as  a  whole.    Though  it  is  usually  assumed  that  these  external 

economies  are  not  very  considerable,  they  might  be  very  important  in 

magnitude  in  the  case  of  fundamental  structural  changes  in  under- 

73 
developed  countries.    If  we  create  a  sufficiently  large  Investment 

unit  by  Including  all  the  new  industries  of  the  region  those  important 

external  economies  will  be  internalized:   "external  economies  will 

74 
become  internal  profits  out  of  which  dividends  may  be  paid  easily." 

By  recognizing  the  place  of  the  market  in  industrialization 


71 

Though  Rosenstein-Rodan  singles  this  out  for  emphasis,  this 
is  nothing  more  than  an  example  of  external  economies  of  the  first 
and/ or  second  type. 

72 

Rosenstein-Rodan,  op,  cit..  pp.  204-205. 


73  74 

Ibid. .  p.  206.  Ibid. .  p.  207. 
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and  by  proposing  a  series  of  industries  treated  like  one  huge  firm  as 
the  solution  to  overcome  the  difficulty  of  narrow  market,  Rosenstein- 
Rodan  has  drawn  an  almost  perfect  blue-print  for  the  doctrine  of 
balanced  growth  in  Nurkse's  sense.  The  persuasive  example  of  the  shoe 
industry  is  also  found  in  Nurkse's  exposition  without  any  substantial 
change.  It  is  important  to  note  that  Rosenstein-Rodan,  in  arguing  for 
simultaneous  development  of  various  consumer  goods  industries,  mentions 
complementarity  in  supply  (as  distinguished  from  complementarity  in 
demand)  among  different  industries.  This  consideration  of  comple- 
mentarity in  supply  completely  drops  out  of  the  picture  in  Nurkse's 
formulation,  which  concentrates  on  the  demand  side. 

From  the  foregoing  exposition,  it  is  clear  that  the  Nurksian 
formulation  of  the  doctrine  of  balanced  growth  is,  in  historical 
perspective,  a  synthesis  and  elaboration  of  the  ideas  put  forward 
mainly  by  Allyn  Young  and  P.  N.  Rosenstein-Rodan.  Nurkse,  however, 
made  a  great  step  forward  to  the  concept  of  balanced  growth  by  pre- 
senting the  most  clear-cut  and  extensive  treatment  of  it,  and  thereby 
attracting  attention  of  economists  to  the  subject.  Because  of  this, 
despite  so  many  meanings  attached  to  the  term  "balance  "  by  economists 
(as  the  introductory  chapter  shows),  when  students  of  economic  develop- 
ment talk  about  balanced  growth  they  usually  associate  it  with  Nurkse 
and  treat  his  formulation  as  if  it  is  the  doctrine  of  balanced  growth. 


CHAPTER  III 
CRITIQUE  OF  THE  NURKSIAN  ARGUMENT 

The  preceding  chapter  was  an  exposition  of  the  Nurksian 
doctrine  of  balanced  growth.  It  is  now  time  to  undertake  a  critical 
analysis  of  the  doctrine.  For  the  sake  of  clarity  this  study  divides 
its  critique  of  the  Nurksian  doctrine  into  two  parts.  In  this  chapter, 
all  of  the  Nurksian  presuppositions  as  well  as  its  analytical  frame- 
work are  fully  accepted.  Nurkse's  thesis  is,  thus,  subjected  to  a 
critical  examination  in  terms  of  its  own  assumptions  and  within  its 
own  scope  of  analysis  only.  The  following  chapters  will  reevaluate 
the  Nurksian  doctrine  in  the  light  of  the  total  framework  of  capital 
formation  in  underdeveloped  countries.  There  not  only  the  Nurksian 
presuppositions  are  questioned,  hut  also  the  Nurksian  framework  of 
analysis  is  reexamined  with  reference  to  the  total  galaxy  of  causal 
forces  in  the  process  of  capital  formation. 

Nurkse  is  concerned  with  the  inducement  to  invest  of  private 
entrepreneurs  in  underdeveloped  countries.  Furthermore,  Nurkse's 
analysis  "concentrates  on  the  demand  for  capital,  as  exercised  by 
individual  entrepreneurs,  and  abstracts  from  any  supply  difficulty." 
In  short,  the  Nurksian  framework  of  analysis  assumes  a  private 

jJurkse,  "Balanced  Growth  on  Static  Assumptions,"  The  Economic 
Journal,  June  1956,  p.  367. 
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enterprise  economy  and  abstracts  from  the  supply  side  of  the  problems 
of  capital  formation. 

In  the  Nurksian  analysis,  the  narrowness  of  the  domestic 
market  is  an  important  barrier  to  capital  formation  in  underdeveloped 
countries.  The  much  desired  private  investment  for  the  establishment 
of  modern  industrial  facilities  is  discouraged  because  the  output  of 

potential  investment  projects  is  likely  to  encounter  an  "inevitable 

o 

inelasticity  of  demand."   Some  of  the  remedies  which  will  readily 

occur  to  the  minds  of  economists  to  deal  with  the  difficulty  of  the 
narrow  market  are  likely  to  be  increasing  market  research  and  cost- 
reducing  innovations.  Provision  of  better  communication  and  transpor- 
tation networks  and  of  government  assistance  to  some  industries  whose 
development  are  hindered  by  the  narrowness  of  the  domestic  market 
might  also  belong  to  this  category. 

Nurkse,  however,  goes  deeper  to  attack  the  root  of  the 
difficulty  of  the  domestic  market,  namely,  poverty  itself.  The  do- 
mestic market  is  narrow  because  people  are  poor  and  lack  adequate 
purchasing  power.  Then,  what  is  needed  is  to  create  the  purchasing 
power  at  the  same  time  the  supply  of  industrial  goods  is  increased. 
Nurkse,  accordingly,  asserted  that  a  more  or  less  simultaneous  develop- 
ment of  various  consumer- goods  industries  will  eliminate  the  difficulty 
caused  by  the  narrow  market.  People  working  in  a  number  of  different 
projects  will  become  each  other's  customers,  and  the  difficulty  of 
insufficient  domestic  demand  will  largely  disappear. 

2Problems  of  Capital  Formation,  op.  cit.,  pp.  9-11. 


1+2 


Since  the  Nurksian  presupposition  of  private  enterprise  and 
that  of  the  importance  attached  to  the  demand  condition  are  not 
questioned  here  —  nor  is  the  Nurksian  framework  which  confines  itself 
to  the  demand  side  alone  —  the  critique  in  this  chapter  centers 
around  the  case  for  balanced  growth,  i.e.,  a  more  or  less  synchronized 
development  of  various  factory-produced  consumer-goods  industries  at 
the  rates  dictated  by  the  community's  income  elasticities  of  demand. 

The  Contribution  of  the  Nurksian  Thesis 
In  recent  years,  most  discussions  of  the  problem  of  capital 
formation  and  economic  development  of  underdeveloped  countries  have 
usually  centered  around  the  question  of  the  supply  side  of  capital 
formation.  It  is  in  this  particular  context  that  the  Nurksian 
contribution  must  be  evaluated.  By  stressing  the  difficulty  involved 
on  the  demand  side  of  the  problem  of  capital  formation,  and  by  offering 
a  solution  to  overcome  the  difficulty  of  demand  deficiency,  Nurkse 
brought  the  attention  of  the  economic  profession  back  to  the  aspect 
of  the  problems  of  capital  formation  which  has  been  rather  neglected 
in  recent  years.  Such  a  redirection  of  the  attention  of  students  of 
economic  development  back  to  a  neglected  aspect  must  be  a  significant 
contribution  towards  a  better  understanding  of  the  problem  of  capital 
formation  and  economic  development. 

Nurkse ' s  proposed  remedy  of  "balanced  growth"  rests  upon  a 
clear  recognition  of  (l)  the  complementary  interrelationship  among 
various  industries,  and  (2)  the  interrelationship  between  the  size  of 
the  domestic  market  and  the  productivity  of  a  nation.  Though  these 
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insights  are  not,  as  it  was  seen  in  the  preceding  chapter,  Nurkse's 
own  entirely  novel  contributions,  his  explicit  statement  of  the 
matters  has  redirected  the  attention  of  economists  back  to  the  im- 
portant economic  interrelationships.  Students  of  economic  development 
certainly  owe  a  debt  to  Nurkse  for  reminding  them  of  these  important 
aspects  of  the  problem  of  capital  formation. 

Probably  one  of  the  most  significant  contributions  of  the 
Nurksian  proposal  of  the  more  or  less  simultaneous  development  of  a 
multitude  of  industries  is  to  suggest  the  scale  of  the  problems 
involved  in  the  economic  development  of  underdeveloped  countries. 
While  the  emphasis  on  a  priority  approach  is  likely  to  suggest  that 
the  task  of  economic  development  can  be  achieved  by  a  selection  of  a 
few  best  branches  of  an  economy  and  concentrating  on  them,  the 
Nurksian  doctrine  of  balanced  growth  —  by  asserting  the  necessity 
of  synchronized  development  of  various  consumer- goods  industries  -- 
underscores  the  huge  scale  of  the  problem  involved  in  the  economic 
development  of  underdeveloped  countries. 

If  an  underdeveloped  country  is  to  develop  successfully,  it 
might  be  necessary  for  that  country  to  make  a  great  concentrated  effort 
to  increase  its  output.  The  choice  might  indeed  turn  out  to  be  not 
between  large  and  small  progress  but  between  large  progress  and  no 
progress  at  all.  Small  piecemeal  attempts  might  bring  forth  no  perma- 
nent improvement  at  all,  and  the  economy  might  revert  to  its  under- 
development status.  The  possibility  of  increasing  total  output  of  a 
society  by  piecemeal  development  projects  are,  of  course,  not  denied. 
But  achieving  economic  development  Involves  a  task  far  greater  than 
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mere  increase  of  total  output. 

What  is  important  for  the  betterment  of  economic  life  of  the 
population  is  per  capita  output  and  income  rather  than  the  total 
income  and  output.  If  the  rate  of  Increase  of  population  —  which  is 
generally  very  high  in  underdeveloped  societies  —  outstrips  the  rate 
of  increase  of  output,  a  country's  per  capita  income  will  decrease 
and  so  will  the  well-being  of  its  populace.  While  the  reduction  of 
death  rates  is  welcome  in  almost  any  culture,  and  can  be  achieved 
without  great  difficulty  by  the  introduction  of  modern  medicine,  the 
reduction  of  birth  rates  is  not  readily  accepted  in  many  cultures. 
Moreover,  inexpensive,  simple,  effective  measures  to  control  fertility 
are  hard  to  find.  The  reduction  of  the  rate  of  population  growth, 

therefore,  is  not  easy,  especially  at  the  early  stage  of  the  economic 

3 

development  of  a  nation. 

Thus  for  successful  development,  a  momentum  for  the  increase 
of  output  faster  than  the  rate  of  population  growth  must  be  created. 
This  is  not  an  easy  task  to  be  solved  by  lukewarm  marginal  economic 
changes.  It  may  require  a  total  structural  change  of  a  socio- 
economic-political  nature.  And  for  successful  development,  such  over- 
all efforts  on  various  fronts  might  have  to  come  relatively  early  in 
the  development  attempt,  A  successful  development  requires,  to 

3 

This  must  not  be  misinterpreted  as  slighting  the 
importance  of  the  measures  to  reduce  the  rate  of  increase  of 
population. 
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mention  only  some  of  the  important  factors,  such  social,  political, 
and  economic  improvements  as:   the  creation  of  an  environment  conducive 
to  economic  pursuit  and  lower  birth  rate;  preservation  of  stable  legal 
system  and  government  which  safeguard  economic  activity;  establishment 
of  tax  and  credit  systems  which  are  conducive  to  productive  capital 
formation;  provision  of  social  overhead  capitals  such  as  transportation 
facilities  and  power  supplies;  and  securing  of  adequate  markets.  All 
these  factors  reinforce  each  other  to  promote  economic  development. 
The  process  of  economic  development  is  really  a  dynamic  process  which 
requires  change  and  development  of  all  sorts.  Probably  one  of  the 
most  important  lessons  underdeveloped  countries  aspiring  for  economic 
development  should  learn  is  to  realize  the  magnitude  of  the  problems 
involved  in  achieving  economic  development  and  to  realize  that  develop- 
ment is  not  likely  to  be  achieved  without  a  determined  large-scale  effort 
on  many  fronts.  Nurkse's  thesis  of  balanced  growth,  although  narrow  in 
focus,  seems  to  offer  the  very  lesson  of  the  need  for  an  all-out 
effort  by  dramatizing  the  magnitude  of  investment  required. 

Critique  of  Horizontal  Balance  Criterion 
Nurkse's  concept  of  balanced  growth  —  horizontal  balance  of 
different  consumer- goods  industries  —  was  a  very  natural  outcome  of 
the  strong  emphasis  given  by  Nurkse  to  the  demand  side  of  the  process 
of  capital  formation.  According  to  Nurkse,  the  most  important  single 
cause  of  the  deficiency  of  demand  is  the  poverty  of  the  local  popu- 
lation. Host  of  the  income  of  these  poor  people  is  spent  for  the  basic 
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necessities  of  life  since  they  live  at  the  margin  of  subsistence. 
Most  agricultural  and  fishery  products  are  among  the  necessities  of 
life,  and  therefore,  vill  not  3uffer  too  much  from  the  narrowness  of 
the  market.  Industrial  products,  however,  reflect  in  general  a  higher 
level  of  living,  and  therefore  are  hard -hit  by  the  lack  of  domestic 
demand.  Thus,  Nurkse's  consideration  of  the  demand  problem  of  capital 
formation  led  him  to  emphasize  industry  at  the  neglect  of  other 
sectors  and  to  offer  as  the  solution  a  more  or  less  synchronized 
development  of  various  consumer- goods  industries. 

Nurkse's  concept  of  horizontal  balance,  however,  need  not  be 
confined  narrowly  to  consumer-goods  industries  alone.  What  Nurkse  was 
interested  in  was  to  increase  productivity  and  income  of  the  people 
so  that  there  would  be  sufficient  demand  when  industrial  investment 
occurs.  Not  only  balanced  development  of  consumer-goods  industries 
"but  also  any  developmental  approach  which  increases  productivity  and 
income  will  serve  to  widen  the  domestic  market.  For  example,  the 
market  for  a  newly  developing  shoe  industry  will  be  just  as  much 
widened  by  a  concomitant  development  of  the  agricultural  sector  as 
by  a  more  or  less  simultaneous  development  of  various  other  consumer- 
goods  industries. 

In  fact,  Nurkse's  proposal  of  a  more  or  less  simultaneous 
development  of  consumer-goods  industries  is  not  sufficient  to  overcome 
the  difficulty  of  the  narrow  domestic  market.  The  workers  of  various 
consumer-goods  industries  do  not  live  by  manufactured  consumer-goods 
alone.  Industrial  workers  in  poor  countries  --  whose  wage  level 
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cannot  be  very  high  —  will  spend  a  very  important  part  of  their 
income  for  the  purchase  of  such  primary  products  as  foods  and  fuels. 
Thus  it  is  obvious  that  increased  income  resulting  from  capital 
investment  in  consumer-goods  industries  will,  to  an  important  extent, 
leak  out  into  non-industrial  sectors.  The  inevitability  of  this 
leakage  to  other  sectors  means  that  a  synchronized  development  of 
consumer-goods  industries  alone  will  not  be  sufficient  to  assure  an 
adequate  market  for  consumer-goods  industries. 

One  might  object  to  the  immediately  preceding  statement  asking 
"would  not  the  leakage  be  offset  simply  by  increasing  the  number  of 
consumer-goods  industries  to  be  created?"  It  can,  however,  be  easily 
shown  that  this  objection  cannot  be  sustained.  Some  numerical  example 
might  clarify  the  problem.  Assume  that  10  industries  (A,  B,  .  .  .  J) 
are  created,  each  producing  $1  million  worth  of  commodities,  or  a 
total  of  $10  million.  Also  assume  that  50  per  cent  of  the  income,  or 

$5  million  created  in  the  industries  will  leak  out  into  the  primary 

k 
sector,  and  the  remaining  50  per  cent  will  be  equally  spent  among 

products  of  10  industries.  Each  industry's  share  of  the  market  will 

be  10  per  cent  of  the  income  left  for  the  purchase  of  industrial 

goods,  or  a  half  million  dollars,  which  is  only  half  of  the  value  of 

their  products.  If  10  more  industries  are  created,  and  if  we  can 

^Incidentally,  this  is  not  an  unrealistic  figure  in  the  case 
of  the  Korean  experience.  In  1956,  the  citizens  of  Seoul  spent,  on 
the  average,  some  51  per  cent  of  their  income  on  foods,  fuels,  and 
lights.  See  Annual  Economic  Review,  1957  (Seoul:  The  Bank  of  Korea, 
1957),  Part  IV,  p.  286. 
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assume  that  10  per  cent  of  income  left  over  for  the  purchase  of 
industrial  sector  will  still  be  spent  say,  for,  industry  A's  product, 
then  demand  for  industry  A  will  increase  by  half  a  million  dollars, 
and  will  thus  Justify  the  operation  of  industry  A.  But  industry  A's 
problem  is  solved  only  at  the  price  of  aggravating  other  industries' 
demand  difficulties.  By  securing  the  sale  of  $1  million  for  its 
product,  industry  A  leaves  less  to  be  divided  among  the  remaining 
19  industries.  The  latter' s  average  share  is  now  even  smaller  than 
a  half  million  dollars. 

A  more  plausible  assumption  would  be  that  when  the  number  of 
industries  is  Increased  by  10  making  the  total  20,  the  share  of  each 
industry  will  become  one-twentieth  instead  of  one-tenth  of  the  total 
income  spent  for  industrial  goods.  Thus,  mere  increase  in  the  number 
of  consumer- goods  industries  alone  --  though  it  might  solve  the  market 
problem  of  some  industries  at  the  expense  of  others  —  cannot  offset 
the  leakage  of  income  out  of  the  industrial  sector.  As  long  as  man 
does  not  live  by  industrial  goods  alone,  there  will  be  a  leakage. 

Under  a  more  unlikely  set  of  assumptions,  there  does 
exist  a  situation  in  which  a  more  or  less  simultaneous  development  of 
consumer- goods  industries  might  create  a  sufficient  market  of  its  own. 
Assume  an  entirely  agricultural  country  with  a  considerable  amount  of 
hidden  unemployment.  Under  these  conditions,  some  of  the  agricultural 
labour  force  could  be  transferred  to  a  newly  developing  consumer- goods 
industries  without  reducing  the  agricultural  output.  Assume  further 
that  industrial  workers  will  continue  to  consume  the  same  amount  of 
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agricultural  products  as  they  did  before  in  the  rural  area,  and  that 
the  remaining  agricultural  population  will  not  increase  their  con- 
sumption of  agricultural  products  after  some  of  their  members  leave 
home  to  join  the  industrial  forces  in  town.  The  possibility  of  saving 
might  also  be  assumed  away  in  harmony  with  the  Nurksian  emphasis  on 
the  deficiency  of  demand. 

A  certain  percentage  of  the  farm  population  is  now  transferred 
to  the  city  to  create  a  group  of  consumer- goods  industries.  As  before, 
assume  that  $10  million  of  consumer- goods  are  produced  by  10  newly 
established  consumer- goods  industries.  Also  assume  that  —  as  it  was 
done  before  —  the  industrial  workers  will  spend  50  per  cent  of  their 
income  on  primary  products,  and  the  rest  on  products  of  the  10  con- 
sumer-goods industries. 

Industrial  workers'  demand  for  primary  products  can  be  satis- 
fied without  difficulty.  As  it  is  assumed  that  farmers  will  not 
increase  their  consumption  of  agricultural  products,  there  would  be  a 
surplus  foods  and  fuels  in  the  agricultural  sector  which  could  be  sold 
to  the  city  workers.   (For  simplification,  we  assume  away  the  problem 
of  transportation.) 

The  consumer- goods  industries  can  sell  a  half  (or  $5  million) 
of  their  products  to  their  own  workers.  Demand  from  the  primary 
producers  will  provide  the  market  for  the  rest  of  their  manufactures. 
This  is  inevitably  so  by  the  assumptions  made.  Farmers  have  $5  million 
of  sales  proceeds.  By  assumption,  they  are  not  going  to  spend  this 
additional  income  to  increase  their  consumption  of  foods  and  fuels, 
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nor  can  they  save.  The  only  way  left  open  for  the  farmer*  is  to  buy 
manufactured  consumer-' goods.  Thus  the  leagage  of  income  out  of  the 
industrial  sector  is  exactly  offset  by  the  counter- leakage  of  the 
inflow  of  income  into  the  industrial  sector  from  the  primary  sector. 

The  argument  in  the  several  preceding  paragraphs  shows  that, 
under  a  set  of  special  assumptions,  the  Nurksian  solution  of  a  more  or 
less  simultaneous  development  of  various  consumer- goods  industries 
could  overcome  the  difficulty  of  the  narrow  domestic  market.  A  vital 
question  which  must  be  raised  now  is  "How  realistic  are  the  as- 
sumptions?" To  see  how  unrealistic  the  set  of  assumptions  employed 
in  the  preceding  paragraphs  are,  it  is  not  even  necessary  to  examine 
all  of  the  assumptions.  This  study  will,  for  the  sake  of  brevity, 
not  question  the  existence  of  underemployment  in  rural  area,  nor  will 
it  question  the  assumed  impossibility  of  saving. 

It  was  assumed  that  the  consumption  of  primary  products  both 
by  the  rural  population  and  the  new  industrial  work  force  will  not 
increase  during  the  process  of  the  development  of  new  consumer- goods 
industries.  This  assumption,  however,  is  rather  unrealistic  for  poor 
undernourished  people  of  the  underdeveloped  world.  It  is  more  plausi- 
ble that  hungry  rural  population  will  consume  at  least  a  part  of  the 
foods  which  would  have  been  consumed  by  the  members  of  their  families 
who  left  to  go  to  the  cities.  Likewise,  the  newly  employed  industrial 
workers'  consumption  of  foods  and  fuels  would  tend  to  be  higher  than 
the  shares  they  had  while  they  were  in  the  rural  area  in  the  state  of 
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crypto-unemp  loyment . 

What  are  the  indication*  of  this  tendency  or  propensity  to 
consume  more  primary  goods  which  accompanies  the  program  of  a 
synchronized  development  of  consumer- goods  industries?  First,  it 
means  that  a  simultaneous  development  of  a  series  of  consumer- goods 
industries  taken  by  itself  is  not  sufficient  to  provide  an  adequate 
market  for  the  series  of  industries  being  developed.  In  the  absence 
of  concomitant  development  of  the  primary  sector,  and  the  increase 
of  purchasing  power  therein,  the  leakage  into  the  primary  sector  of 
income  created  in  the  industrial  sector  cannot  be  expected  to  be 
offset  by  a  corresponding  counter- inflow  from  the  rural  sector  to 
the  newly  developing  industries.  Secondly,  it  means  that,  if  the 
program  of  a  simultaneous  development  of  various  consumer- goods 
industries  is  to  be  carried  out  without  severe  bottlenecks  and  the 
danger  of  inflation,  the  primary  sector  must  also  be  developed, 
together  with  the  industrial  sector,  to  meet  the  increased  demand 
for  primary  goods.  Thus,  not  only  to  secure  an  adequate  market  for 
the  new  set  of  industries,  but  to  meet  the  added  requirement  for 
primary  goods,  the  development  of  the  primary  sector  must  also  ac- 
company the  development  of  the  industrial  sector. 

It  was  assumed  that  the  workers  of  newly  established  indus- 
tries will  delimit  their  purchase  of  industrial  goods  to  the  products 
of  the  set  of  new  industries.  Likewise,  farmers  who  receive  their 
extra  sales  proceeds  were  also  assumed  to  confine  their  purchase  of 
industrial  goods  within  the  products  of  the  set  of  industries 
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for  those  workers  they  supplied  the  primary  products.   In  reality, 
however,  there  are  likely  to  be  other  industrial  goods  and  foreign 
commodities  which  will  attract  the  purchasing  power  of  the  industrial 
workers  as  well  as  of  the  agricultural  population  with  its  additional 
income.  Few  underdeveloped  countries  are  so  underdeveloped  that  they 
do  not  have  any  industrial  products  which  are  quite  widely  consumed  in 
the  domestic  market.   It  is  also  quite  difficult  to  find  any  under- 
developed country  in  whose  market  one  might  not  find  imported  luxury 
articles.  This  leakage  into  other  types  of  industrial  goods  and  into 
the  import  sector  constitutes  an  additional  leakage  similar  to  the 
leakage  into  the  primary  sector.  To  offset  these  leakages,  either  the 
other  group  of  industries  and  the  foreign  trade  sector  must  be  developed, 
or  the  primary  sector  must  be  developed  even  further.   It  is  most  likely 
that  some  development  of  other  industries  and  the  foreign  trade  sector 
is  necessary,  both  to  provide  the  required  commodities  and  to  provide 
the  additional  purchasing  power  to  offset  the  outflow  of  income  from 
the  newly  developing  set  of  industries. 

From  the  above  analysis,  it  is  clear  that  under  realistic 
conditions  the  leakage  of  income  from  the  newly  developing  consumer- 
goods  industries  into  other  sectors  of  the  economy  will  be  larger 
than  the  amount  of  Induced  counter- inflow  of  income  from  other 
sectors.  The  inevitability  of  this  loss  of  income  to  other  sectors 
means,  first  of  all,  that  a  synchronized  development  of  consumer- goods 
industries  alone  will  not  be  sufficient  to  overcome  the  difficulty  of 
the  narrow  domestic  market.  Workers  in  different  consumer- goods 
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industries  become  each  other's  customers.  But  their  purchases  are 
not  enough  to  justify  the  investment.  To  provide  the  newly  developing 
consumer- goods  industries  with  a  sufficient  market  to  justify  the 
investment,  the  leakage  to  the  other  sectors  of  income  generated  in 
the  consumer- goods  industries  must  be  offset  by  inflows  of  income 
from  other  sectors  of  the  economy.   In  order  for  this  inflow  to  be 
large  enough  to  offset  the  outflow,  there  must  be  not  only  induced 
inflow  but  autonomous  inflow  which  is  created  by  the  autonomous 
development  in  other  sectors  and  the  increase  in  income  and  spending 
thereof.   Additional  income  created  by  investment  in  agriculture, 
forestry,  fishery,  etc.  —  by  increasing  productivity  and  income  — 
will  not  only  increase  the  demand  for  the  products  of  those  sectors 
but  also  increase  the  demand  for  the  industrial  consumer- goods,  too. 

Not  only  the  consideration  of  the  demand  situation  but  also 
that  of  the  supply  problem  requires  the  development  of  other  sectors. 
To  meet  the  increasing  demand  for  foods  and  other  primary  products 
which  is  likely  to  accompany  the  development  of  various  consumer- goods 
industries,  the  primary  sector  must  be  developed.  To  pay  for  the 
increasing  import  of  consumer- goods  and  capital  equipments,  the  export 
sector  must  also  be  developed, 

5 
If  development  of  consumer- goods  industries  can  induce  enough 
investment  in  the  primary  sector,  the  need  of  autonomous  investment  in 
the  primary  sector  to  Increase  their  output  might  be  non-existent. 
This,  however,  is  a  very  unlikely  assumption. 
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From  the  above  discussion,  it  'becomes  evident  that  if  we 
pursue  the  implication  of  the  Nurksian  concept  of  balanced  growth  to 
its  logical  conclusion,  it  cannot  be  limited  to  a  more  or  less 
simultaneous  development  of  various  consumer-goods  industries  alone; 
the  concept  must  be  extended  to  include  the  development  of  various 
other  sectors  in  order  to  assure  a  sufficient  market  for  factory- 
produced  consumer  products.  What  the  logic  of  the  Nurksian  argu- 
ment requires,  then,  is  not  a  synchronized  development  of  consumer- 
goods  industries  alone  but  a  more  or  less  synchronized  development  of 
various  branches  of  an  economy  including,  for  one,  consumer-goods 
industries. 

Critique  on  the  Income  Elasticity  of 
Demand  as  the  Measure  of  Balance 

In  the  Nurksian  doctrine  of  balanced  growth,  the  solution  to 
overcome  the  difficulty  of  the  narrow  domestic  market  is  a  synchro- 
nized expansion  of  various  factory-produced  consumer -goods  industries 
at  the  rates  dictated  by  the  community's  income  elasticities  of  demand. 
In  other  words,  income  elasticities  of  demand  serve  as  the  criterion 
by  which  "balance"  is  to  be  measured. 

Nurkse  was  concerned  with  the  deficiency  of  the  domestic 
market  demand  which  deters  private  entrepreneurs'  incentive  to  invest, 
and  was  proposing  the  solution  of  a  simultaneous  development  of  various 
consumer-goods  industries,  which  is  thought  to  create  the  market  at 
the  same  time  it  increases  production.  For  Nurkse  —  who  assumed 
private  enterprise  economy  and  had  a  clear  picture  of  the 
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interrelationship  between  the  increase  of  productivity  and  the  in- 
crease of  purchasing  power  and  market  demand  —  it  was  very  natural 
to  employ  the  concept  of  income  elasticities  of  demand  as  the  cri- 
terion of  balance. 

Private  entrepreneurs'  major  concern  is  to  sell  their  products 
and  make  profit.  If  all  the  entrepreneurs  increase  their  production 
with  the  community's  income  elasticities  of  demand  for  their  re- 
spective products,  they  might  be  assured  of  the  market,  and  the 
difficulty  of  insufficient  market  demand  might  be  overcome.   As 
production  increases,  income  and  purchasing  power  increase.  This 
increased  purchasing  power  will  be  spent  on  the  purchase  of  various 
commodities  according  to  their  income  elasticities  of  demand.  The 
production,  however,  was  undertaken  in  accordance  with  the  community's 
income  elasticities  of  demand  for  various  commodities.  Thus,  sales 
and  production  match  beautifully,  and  everything  is  well. 

The  income  elasticities  of  demand  as  the  measure  of  balance, 
however,  entails  some  serious  difficulties  even  within  the  Hurksian 
realm  of  the  private  enterprise  economy.  Even  an  elementary  student 
of  economics  knows  that  demand  is  determined  not  only  by  the  absolute 
size  of  income,  but  also  by  the  distribution  of  income,  by  relative 
prices,  and  by  the  tastes  of  the  population.  Thus,  if  the  income 

"The  difficulty  due  to  the  leakage  of  income  created  in 
consumer-goods  industries  into  other  sectors  of  the  economy  was 
already  examined  in  the  preceding  pages.  The  consideration  of  this 
difficulty  is  abstracted  here  for  the  sake  of  brevity. 
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elasticities  are  to  serve  as  the  investment  criterion,  it  must  be 
assumed  that  (1)  relative  costs  and  prices  of  various  goods  and 
services  remain  unchanged,  (2)  the  pattern  of  the  distribution  of 
income  is  not  disturbed,  and  (3)  the  tastes  of  the  population  do 
not  change. 

All  of  the  preceding  assumptions  are,  however,  rather  un- 
realistic* First,  economic  development  —  especially  a  balanced 
one  —  involves  the  expansion  of  various  branches  of  an  economy. 
Supply  conditions  —  such  as  the  availability  of  better  technology, 
of  human  and  natural  resources  —  in  the  various  branches  of  the 
economy,  however,  are  bound  to  be  different  for  different  industries. 
Thus,  while  some  industries  might  enjoy  a  substantial  reduction  of 
their  production  cost,  others  might  be  able  to  reduce  their  cost  only 
to  a  small  extent.  In  still  other  cases,  the  producers  might  even 
face  increasing  cost.  Such  changes  in  the  cost  of  production  will  be 
promptly  reflected  in  changes  in  relative  prices. 

Secondly,  economic  development  means  the  creation  of  more  and 
better  employment  opportunities  and  the  shift  of  the  pattern  of 
resource  uses,  which  facts  are  bound  to  cause  some  shift  in  the  pattern 
of  income  distribution.  Changes  in  the  pattern  of  income  distribution, 
even  in  the  absence  of  any  change  in  the  total  amount  of  income 
available  for  spending,  will  cause  changes  in  the  pattern  of  demand. 
For  example,  a  more  equitable  distribution  of  income,  which  means  the 
enhancing  of  the  purchasing  power  of  the  lower  Income  group,  will 
produce  a  greater  increase  of  demand  for  articles  of  everyday  use, 
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such  as  foods,  clothings,  and  inexpensive  industrial  goods.  On  the 
other  hand,  if  only  income  of  the  very  well-to-do  people  is  increased 
as  the  result  of  development  process,  there  will  be  little  increase 
in  the  demand  for  such  everyday  articles.  The  expenditure  pattern  of 
urban  populations  is  likely  to  be  quite  different  from  that  of  the 
rural  families.  Thus,  the  shift  of  the  population  from  rural  to 
urban  work  is  also  bound  to  create  changes  in  the  tastes  of  the  popu- 
lation. 

Thirdly,  economic  development  means  not  only  increased  and 
cheaper  production  of  already  known  goods  and  services,  but  also  the 
production  of  new  as  well  as  better  products.  But  income  elasticity 
of  demand,  of  course,  cannot  tell  us  what  will  be  the  demand  for  a 
new  product  nor  what  new  product  an  entrepreneur  should  produce. 
Besides,  the  tastes  of  the  population  are  more  likely  than  not  to 
change  in  the  process  of  economic  development  which  involves  all 
kinds  of  changes.   If  it  is  not  possible  to  assume  a  given  taste,  the 
income  elasticities  cannot  explain  the  demand  for  various  products. 

Once  we  relax  the  assumption  of  the  closed  economy,  and  con- 
sider the  case  of  an  open  economy,  another  difficulty  of  the  income 
elasticity  of  demand  as  the  measure  of  balance  or  the  investment  cri- 
terion becomes  very  apparent.  How  can  we  determine  whether  we  should 
produce  a  product  domestically  or  import  it  from  abroad?  The  income 
elasticity  can  give  no  guide  to  this  important  question,  and  we  must 
seek  the  answer  from  some  other  criterion. 


CHAPTER  IV 
CRITIQUE  OF  THE  HURKSIAN  ASSUMPTIONS 

The  preceding  chapter  analyzed  and  criticized  Nurkse's  doctrine 
in  terms  of  his  own  assumptions  and  within  the  realm  of  his  own  analy- 
sis. This  and  the  following  chapters,  however,  are  free  from  the 
Nurksian  restrictions,  and  examine  Nurkse's  thesis  in  the  light  of 
the  total  framework  of  capital  formation  and  economic  development. 

This  chapter  attempts  a  critical  evaluation  of  some  of  the 
Nurksian  assumptions.  First,  let  us  start  off  with  the  analysis  of 
the  legitimacy  of  assuming  private  enterprise  economy  in  the  dis- 
cussion of  economic  development  of  today's  underdeveloped  countries. 

The  Assumption  of  Private  Enterprise 
It  does  not  require  a  lengthy  argument  to  show  that  the 
Nurksian  assumption  of  a  private  enterprise  economy  is  not  appropriate 
to  an  effort  to  formulate  a  theory  of  balanced  development  which  is 
to  serve  as  an  investment  criterion  in  the  economic  development  of 
underdeveloped  countries. 

It  Is  true  that  Nurkse  was  mainly  concerned  with  the  demand 
problem  of  private  entrepreneurs  in  his  doctrine  of  balanced  growth. 
As  soon  as  he  introduces  the  solution  of  balanced  growth,  however, 
he  cannot  confine  his  analysis  to  the  demand  side  of  the  problem,  nor 
can  he  limit  his  attention  to  the  private  sector  of  an  underdeveloped 
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economy.  The  reason  why  his  analysis  must  include  the  consideration 
of  supply  side  will  be  given  in  Chapter  V.  For  the  present,  let  us 
consider  why  it  is  necessary  to  formulate  a  theory  of  balanced 
development  within  the  context  of  a  mixed  economy  in  which  the  private 
as  well  as  the  public  sectors  play  roles. 

Chapter  V  presents  a  detailed  discussion  of  why  the  analysis 
of  the  supply  side  must  form  an  integral  part  of  a  balanced  develop- 
ment thesis.  Once  the  supply  analysis  is  brought  into  the  picture,  it 
tells  us  that  the  lack  of  various  forms  of  external  economies  is  a 
great  barrier  to  capital  formation,  and  that  a  balanced  development 
program  should  include  not  only  the  simultaneous  development  of  various 
consumer- goods  sectors  but  also  the  development  of  social  overhead 
facilities  as  well  as  various  earlier  stages  of  production.  To  say 
that  the  Nurksian  concept  of  horizontal  balance  must  include  the 
development  of  various  socio-economic  overhead  facilities  and  semi- 
public  undertakings  is  to  say  that  the  Nurksian  doctrine  of  balanced 
growth  cannot  narrowly  be  confined  to  the  realm  of  private  enterprise 
sector.  Thus,  though  the  Nurksian  doctrine  started  out  with  the 
analysis  of  the  demand  problem  of  private  entrepreneurs,  the  nature 
of  the  proposed  Nurksian  solution  makes  it  imperative  that  the 
Nurksian  assumption  of  private  enterprise  economy  must  be  supplanted 
by  an  assumption  of  a  mixed  economy  in  which  both  private  and  public 
sectors  have  their  roles.  Furthermore,  even  if  the  Nurksian  solution 

1 

To  integrate  all  the  critiques  of  assumptions  in  the  present 
chapter,  a  conclusion  will  be  anticipated  from  Chapter  V  which  will  be 
independently  developed  at  that  point. 


60 


could  be  narrowly  confined  to  a  synchronized  development  of  consumer- 
goods  industries,  the  solution  would  still  require  the  introduction 
of  the  government  into  the  picture.  Without  governmental  participa- 
tion how  can  a  synchronized  development  of  various  consumer- goods 
industries  take  place? 

The  need  to  formulate  a  theory  of  balanced  development  within 
the  context  of  a  mixed  economy  becomes  very  evident  when  we  consider 
the  reality  of  underdeveloped  economies.  Most  of  underdeveloped 
countries  are  conspicuous  by  the  absence  of  innovating  entrepreneurs 
and  of  social  overhead  facilities.  Because  there  are  not  sufficient 
entrepreneurs  to  undertake  various  developmental  projects  privately, 
and  because  there  is  an  acute  shortage  of  various  social  overheads  as 
well  as  semi-public  facilities,  governments  are  bound  to  play  leading 
roles  in  the  economic  development  of  many  underdeveloped  countries. 
(This  is  so  well  known  that  there  is  scarcely  any  need  to  quote 
statistical  data  to  substantiate  it.)  Insofar  as  the  government  as 
well  as  private  entrepreneurs  are  playing  important  roles  in  the 
developmental  process  of  underdeveloped  economies,  a  theory  of 
balanced  development  as  the  investment  criterion  in  developing 
economies  must  be  formulated  within  the  framework  of  s  mixed  economy. 

A  theory  —  if  it  is  to  be  meaningful  and  significant  --  must 
be  formulated  under  the  set  of  assumptions  which  approximate  reality 
as  far  as  possible  without  unduly  complicating  the  analytical  task. 
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The  Assumption  Regarding  Demand  Conditions 
Nurkse  has  eloquently  demonstrated  the  importance  of  the 
market  in  the  process  of  economic  development.  To  emphasize  the 
role  of  demand  in  capital  formation  of  underdeveloped  countries 
was,  to  he  sure,  one  of  the  most  important  contrihutions  of  Nurkse' ■ 
doctrine.  The  deficiency  of  market  demand  is  not  only  the  first 
proposition  in  his  argument  but  also  the  most  crucial  element  in  his 
theoretical  structure. 

The  deficiency  of  market 
demand  and  Say's  Lav 

Many  economists  might  at  first  be  surprised  to  hear  that 
demand  for  capital  could  be  deficient  in  underdeveloped  countries. 
Are  not  the  backward  areas  in  great  need  of  capital  for  better  utili- 
zation of  their  abundant  labour  and  for  the  exploitation  of  their 
natural  resources?  But  Nurkse  explains  vividly  how  the  limitation  of 
consumer  demand  can  produce  a  deficiency  in  the  demand  for  capital, 
which  in  turn  deters  capital  formation  and  economic  development  in 
general.  As  far  as  entrepreneurs  are  concerned,  the  existence  of  a 
market  which  assures  a  reasonable  prospect  for  the  sale  of  their 
products  is  the  prerequisite  of  any  capital  investment  for  the  pro- 
duction of  them.  The  absence  of  such  a  market,  therefore,  discourages 
capital  formation  and  produces  the  deficiency  of  demand  for  capital. 
By  explaining  the  role  of  demand  and  by  bringing  our  attention  back 
to  this  crucial  problem,  Nurkse  has  done  a  real  service  towards  a 
better  understanding  of  the  problem  of  economic  development. 
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The  problem  of  demand  deficiency  in  poorer  countries  is  very 
real  for  an  industrial  producer,  and  the  limited  size  of  the  market 
is  a  serious  brake  upon  private  incentive  to  adopt  modern  techniques 
of  production.  There  are  many  instances  in  which  a  business  venture 
turned  out  to  be  a  failure  due  to  the  lack  of  demand.  We  have  already 
referred  to  some  Latin  American  experiences  in  which  American  branch 
plants  were  soon  withdrawn  because  the  local  market  was  found  to  be 
too  small  to  make  their  operation  profitable.  During  post-Korean  War 
days,  Korean  textile  industries  producing  coarse  cotton  sheet  found 
it  impossible  to  market  it  at  profitable  terms.  Professors  J.  George 
Robinson  and  Robert  C.  Manhart,  who  are  in  Seoul  under  the  I.  C.  A. 
aid  program  to  strengthen  business  education  in  Korea,  are  said  to 
have  reported  that  most  Korean  producers  are  operating  at  below- 
capacity  levels  due  to  the  narrowness  of  the  domestic  market.2 

The  most  important  factor  contributing  to  this  trouble  of 
demand  deficiency  is  the  low  level  of  productivity  and  real  income  in 
underdeveloped  countries,  which  was  clearly  emphasized  by  Kurkse.  Low 
per  capita  national  income  is  one  of  the  principal  attributes  of  under- 
developed countries.  This  very  low  level  of  income  compels  them  to 
spend  most  of  their  income  on  the  basic  necessities  of  life  and  does 
not  leave  much  to  be  spent  for  the  purchase  of  industrial  products. 
As  emphasized  by  Nurkse,  the  deficiency  of  demand  in  under- 
developed countries  is  not  a  deficiency  of  monetary  demand  due  to 
excessive  saving  but  a  deficiency  of  real  purchasing  power  due  to  low 


-Kyunghyang  Shinmoon  (Seoul,  Korea:  January  18,  1959),  p.  2. 
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levels  of  production  and  income.  People  are  too  poor  to  save;  and 
there  is  no  room  for  a  deflationary  gap  through  excessive  saving  to 
develop.  Say's  Law  was  largely  discarded  in  developed  countries 
today  because  of  the  clear  possibility  that  income  earned  will  not 
necessarily  be  spent  but  saved  for  the  future.  But  the  people  of 
underdeveloped  countries  —  being  as  poor  as  they  are  --  lack  even 
an  adequate  provision  of  basic  necessities  of  life,  and  have  little 
ability  to  save  for  the  future.  Thus,  Say's  Law  is  still  quite 
applicable  in  the  poverty-stricken  underdeveloped  world.  Demand  is 
deficient  due  to  the  lack  of  income  to  spend.  The  deflationary  gap 
due  to  excessive  saving  is  a  sheer  impossibility. 

The  applicability  of  the  Say's  Law  to  underdeveloped  countries 
today  basically  stems  from  the  similarity  of  the  economic  conditions 
of  the  world  in  which  Say  lived  and  those  of  today's  backward  econo- 
mies. Though  Say's  Law  is  invalid  as  applied  to  modern,  advanced 
countries  which  enjoy  higher  standards  of  living,  it  is  not  unrealistic 
in  view  of  the  economic  conditions  of  Say's  own  time  and  today's 
underdeveloped  countries. 

Some  of  the  factors  which  are  characteristic  of  today's  under- 
developed countries  were  also  characteristic  of  the  economic  conditions 
of  Say's  time.  For  instance,  income  in  the  western  world  of  1803  (in 
which  Say '8  Traite  d 'Economic  politique  was  first  published)  was  not 
much  higher  than  that  of  underdeveloped  countries  today.  The  rapid 
increase  of  national  income  per  capita,  which  ranged  between  some  13 
to  20  per  cent  per  decade  in  Western  Europe  and  the  United  States 
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3 
during  the  past  100  years,  was  yet  to  come. 

In  a  world  of  low  income  in  which  the  most  urgent  wants  are 
not  yet  satisfied,  saving  cannot  compete  strongly  against  current 
wants.  It  is  a  Say's  world,  in  which  most  income  is  spent  rather 
than  saved. 

Honey  can  either  be  spent  or  saved.  To  accuse  Say  of  neg- 
lecting this  peculiarity  of  money,  however,  is  a  less  serious  charge 
than  if  we  made  it  against  an  economist  analyzing  developed  economies 
of  today.  The  economies  of  western  world  in  1800  was  not  yet  as 
highly  monetized  and  accordingly  money  was  not  as  important  as  it  is 
today.  "In  the  United  States  of  1840  the  quantity  of  money  was  10 

per  cent  of  the  value  of  national  income;  by  1900,  55  per  cent;  by 

4 
1940,  85  per  cent."   The  growing  possibility  of  "investing  in  cash" 

and  of  withdrawing  money  from  purchasing  did  not  exist. 

In  Say's  time  a  much  larger  proportion  of  total  output  was 
made  up  of  consumption  goods  and  non-durable  goods.  Consumption  goods 
tend  to  be  bought  in  a  relatively  sustained  volume. 

Even  though  in  underdeveloped  countries  Say's  Law  is  valid  in 
the  sense  that  there  is  no  deflationary  gap,  it  is  never  valid  in  the 


3 

Simon  Kuznets,  "Quantitative  Aspects  of  the  Economic  Growth 
of  Nations,"  Economic  Development  and  Cultural  Change.  October  1956, 
p.  13. 

4 
Theodore  Morgan,  Income  and  Employment  (Englewood  Cliffs, 
H.  J.:  Prentice-Hall,  Inc.,  1952),  2nd  ed.,  p.  231. 
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6 
sense  that  any  single  industry  can  create  its  own  demand.   People 

are  too  poor  not  only  to  save  for  the  future,  but  also  to  purchase 
the  output  of  a  modern  factory.   In  many  underdeveloped  countries, 
the  market  for  industrial  products  will  be  even  narrower  than  would 
appear  from  the  low  figures  of  per  capita  national  income  alone. 
There  are  several  important  reasons  for  this. 

The  first  is  the  fact  that  the  internal  market  of  an  under- 
developed country  is  rarely  homogeneous  and  continuous  throughout 
the  country.  Hot  only  is  it  likely  to  be  broken  up  by  disparities 
among  sectors  but  in  many  cases  it  is  likely  to  be  segmented  geo- 
graphically either  by  the  lack  of  adequate  transportation  and  com- 
munication or  by  the  presence  of  formidable  natural  obstacles  to  the 
movement  of  goods.  Furthermore,  a  large  portion  of  an  underdeveloped 
country  consists  of  a  subsistence  agricultural  sector  which  is  not 
quite  monetized  and  accordingly  cannot  be  counted  on  as  a  part  of  the 
national  market.   Thus,  what  would  be  a  small  market  even  if  it  were 

a  homogeneous  well-connected  single  entity  turns  out  to  be  no  more 

8 
than  a  congeries  of  more  or  less  unconnected  fragmentary  market. 

Secondly,  extreme  inequalities  in  the  distribution  of  income 

characterize  many  underdeveloped  countries.  Considering  distributions 

of  family  income  for  India  in  1949-1950,  for  Ceylon  in  1950,  and  for 


6 
Nurkse,  pp.  cit..  p.  9;  Supra.  Chapter  II,  p.  15. 
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United  Nations,  Processes  and  Problems  of  Industrialization. 
op.  cit..  p.  13. 

8Ibid. .  p.  14. 
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Puerto  Rico  in  19^8,  Kuznets  concluded  that  "the  data  show  that 
income  distribution  in  these  poor  countries  is  somewhat  more  unequal 

than  in  the  developed  countries  during  the  period  after  World  War 

9 
II.   Morgan  also  states  that  income  distribution  in  underdeveloped 

economies,  by  size,  by  occupations  and  by  national  groups,  is  more 

unequal  than  in  developed  economies.    Such  concentration  of  wealth 

and  income  in  the  hands  of  the  privileged  class  —  whose  expenditures 

are  more  likely  to  be  for  imported  luxuries  than  for  coarse  products 

of  local  manufacturers  (housing  being  one  exception)  —  tends  to 

reduce  the  extent  of  the  market  that  a  domestic  producer  can  enjoy. 

Another  factor  contributing  to  the  shrinkage  of  the  size  of 
the  market  in  underdeveloped  countries  arises  from  the  fact  that  they 
are  the  late-comers  in  the  field  of  economic  development.  Their 
small  demand  for  manufactured  goods,  in  the  absence  of  protective 
measures,  is  likely  to  be  supplied  cheaply  from  abroad.    This  ex- 
istence of  superior  competitors  abroad  further  narrows  the  already 
narrow  market  of  an  underdeveloped  economy  and  aggravates  the  diffi- 
culties of  local  manufacturers. 

To  sum  up,  Nurkse  attached  a  great  importance  to  the  de- 
ficiency of  market  demand  as  a  barrier  to  capital  formation.  Such 

^Simon  Kuznets,  "Economic  Growth  and  Income  Inequality," 
American  Economic  Review,  March  1955,  PP-  20-21. 

10T.  Morgan,  "Distribution  of  Income  in  Ceylon,  Peurto  Rico, 
the  United  States  and  the  United  Kingdom,"  The  Economic  Journal, 
December  1953,  p.  833. 

-'-'■Paul  Baran,  The  Political  Economy  of  Growth  (New  York: 
Monthly  Review  Press,  1957),  PP.  17^-75. 
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factors  as  generally  low  and  unequally  distributed  income,  fragmented 
internal  markets,  and  the  existence  of  superior  foreign  competitors 
all  tend  to  reduce  the  size  of  the  domestic  markets  of  underdeveloped 
countries.  In  view  of  these  many  factors  which  tend  to  create  demand 
deficiency,  the  Nurksian  emphasis  on  the  narrowness  of  the  domestic 
market  should  deserve  to  be  acknowledged  as  a  significant  contribution 
to  our  understanding  of  the  problems  of  capital  formation  in  under- 
developed countries. 

The  Kurksian  over-emphasis  on  demand 

From  Nurkse 's  exposition  as  well  as  from  the  experiences  of 
underdeveloped  countries,  it  is  clear  that  the  domestic  market  of  an 
underdeveloped  country  is  narrow  and  that  this  narrowness  of  market 
discourages  capital  formation  to  work  for  the  market.  But  when  we 
are  told  that  this  market  deficiency  precludes  the  profitable  appli- 
cation of  capital  in  any  field,  we  feel  a  little  uneasy.  Is  it  true 
that,  as  Nurkse  claims,  "the  small  size  of  a  country's  market  can 
discourage,  or  even  prohibit,  the  profitable  application  of  modern 

capital  equipment  by  any  individual  entrepreneur  in  any  particular 

12 
industry?    Nurkse' s  example  of  establishing  a  modern  shoe  factory 

in  a  poor  country,  where  the  people  will  spend  most  of  their  income  on 

food  and  simple  textiles,  persuasively  illustrates  that  a  particular 

investment  might  fail  due  to  the  lack  of  the  demand  for  it.  This  is 

a  very  simple,  effective  illustration.  For  the  sake  of  exposition, 


•^p.  cit.,  p.  7  (italics  mine). 
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Nurkse  set  up  a  situation  in  which,  by  definition,  the  demand  for 
shoes  is  inelastic  and  investment  for  a  modern  shoe  factory  is  bound 
to  be  a  failure.  But  an  illustration  is  illustration  and  nothing 
more  than  that;  it  gives  no  basis  for  any  generalization.  When  Nurkse 
says  that  any  individual  project  in  any  particular  industry  will  not 
be  profitable  due  to  the  "inevitable  inelasticity  of  demand"  3  he  is 
actually  stepping  beyond  the  legitimate  boundary  of  generalization. 
Nurkse,  probably  in  his  attempt  to  present  his  case  forcefully,  made 
a  sweeping  generalization  for  which  no  firm  ground  existed.  Perhaps, 
no  one  will  rigorously  defend  the  hypothesis  that  there  cannot  be 
any  profitable  investment  project  in  the  absence  of  balanced  growth. 
The  alleged  impossibility  of  any  project  simply  does  not  agree  with 
our  observation  in  underdeveloped  countries,  where  some  kinds  of 
investment  are  always  taking  place. 

To  invalidate  Nurkse' s  generalization,  Henry  G.  Aubrey,  for 
instance,  points  out  that  due  to  our  over-concentration  on  the  problem 
of  low  purchasing  power  and  small  markets  we  tend  to  overlook  the 
frequent  absence  of  industries  to  satisfy  visible  demand.  In 
Nicaragua,  according  to  him,  four  to  five  million  square  yards  of 
plain  cotton  goods  which  are  now  being  imported  could  be  made  locally. 
He  goes  on  to  say:  "In  the  absence  of  modern  slaughtering  and 
processing  facilities  the  local  price  of  crude  lard  is  often  higher 
than  that  of  meat;  hence,  a  large  part  of  consumption  is  imported. 
It  may  be  concluded  from  these  and  other  examples  that  the  absolute 

13Ibid.,  pp.  9-10. 
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size  of  the  market  is  not  necessarily  the  chief  limiting 
factor  ....  "14 

The  possibility  of  cost-reducing  innovations  further  reduces 
the  generality  of  the  insufficiency  of  market  demand.   If  an  entre- 
preneur, by  the  introduction  of  modern  production  technique,  can 
reduce  the  cost  of  production  of  a  rather  widely  demanded  existing 
good,  then  the  fact  that  a  new  plant  may  reduce  the  price  of  the 
product  and  the  expected  rate  of  return,  will  not  necessarily  dis- 
courage the  investment. 

John  Sheahan,  in  criticizing  Nurkse's  concept  of  balanced 
growth,  even  goes  further  to  say  that  in  many  underdeveloped  countries, 
"the  problem  cf  weak  investment  incentives  may  well  be  non-existent. "^ 
He  contends  that  if  the  price  at  which  the  shoes  may  be  sold  will  not 
cover  the  costs  of  production,  the  presumption  must  be  that  people  do 
not  want  them  at  the  prices  of  the  other  things  they  would  have  to 
give  up  to  buy  the  shoes;  and  that  the  trick  would  seem  to  be  to  Invest 
in  production  of  goods  people  want  at  the  level  of  income  they  will 
have  when  an  investment  project  is  carried  out. 

Just  as  Nurkse  goes  to  one  extreme  to  claim  the  inevitability 
of  the  inelasticity  of  demand  for  any  product  in  any  industry,  so 
Sheahan  goes  to  another  extreme  when  he  claims  that  the  deficiency  of 

^"Investment  Decisions  in  Underdeveloped  Countries,"  in 
Capital  Formation  and  Economic  Growth:  A  Conference  of  the  Uni- 
versities— National  Bureau  Committee  for  Economic  Research,  edited  by 
Moses  Abramovitz  (Princeton:   Princeton  University  Press,  1955),  p.  424. 


15Qp.  cit..  pp.  186-89. 
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market  demand  does  not  exist  and  that  the  problem  could  be  solved  If 
entrepreneurs  would  produce  what  the  people  want.  To  say  that  the 
production  of  what  people  want  will  solve  the  difficulty  of  insuf- 
ficient market  demand  in  an  underdeveloped  economy  desiring  a  rapid 
growth  amounts  to  saying  that  there  are  plenty  of  investment  oppor- 
tunities which  are  not  only  profitable  but  also  conducive  to  further 
economic  growth.  In  other  words,  it  amounts  to  assuming  away  the 
difficulty  of  the  narrow  market  altogether. 

A  more  plausible  hypothesis 

A  more  plausible  hypothesis  concerning  the  market  demand  in 
underdeveloped  countries  seems  to  be  neither  the  inevitability  of 
inelasticity  of  demand  for  any  additional  product  in  any  industry 
taken  by  itself  nor  the  non-existence  of  any  deficiency  of  market 
demand,  but  something  in  between  these  two  extreme  positions.  The  de- 
ficiency of  domestic  purchasing  power  is  an  important  factor  deterring 
capital  formation  in  many  fields.  But  it  is  equally  true  that  there 
are  some  fields  in  which  such  demand  deficiency  is  not  an  important 
drag  upon  additional  capital  formation. 

The  crucial  question  which  must  be  raised  now  is  whether  the 
kinds  of  investment  which  face  no  market  difficulty,  and  therefore 
might  be  undertaken  by  entrepreneurs  seeking  profit,  will  be  those 
which  are  conducive  to  the  general  economic  development  of  an  under- 
developed country.  The  people's  demand,  as  shown  by  money  votes  of  un- 
equally distributed  income,  might  be  a  poor  guide  for  Investments  in 
an  underdeveloped  economy  aspiring  to  a  quick  economic  development. 
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From  the  point  of  view  of  individual  entrepreneurs,  investment  may  be 
very  rational  and  profitable  in  such  undertakings  as  the  construction 
of  movie  houses,  lipstick  factories,  luxury-type  residential 
buildings,  etc;  but  from  the  point  of  view  of  the  economy  as  a  whole, 
and  particularly  under  the  criterion  of  the  external  economies  sig- 
nificance for  further  economic  development,  this  type  of  investment  is 

16 
not  likely  to  be  of  much  value. 

If  it  is  true  that  the  types  of  industries  which  would  develop 

without  being  checked  by  the  dificiency  of  local  demand  are  likely  to 

be  those  which  satisfy  the  luxury- type  demand  rather  than  the  ones 

which  are  basic  to  the  over-all  growth  of  economy,  then  the  problem 

of  the  demand  deficiency  discouraging  capital  formation  still  remains 

a  very  important  question.   Investment  in  luxury- type  real  estate, 

movie  houses,  night  clubs,  tea  rooms,  and  other  luxury  items  generally 

does  not  contribute  much  to  the  further  development  of  the  economy. 

No  external  economies  of  any  significance  to  the  cumulative  growth  of 

the  economy  result  from  such  investments.   If  a  country  is  to  get  rid 

of  the  misery  of  underdevelopment,  it  must  invest  in  a  host  of 

essential  industries  which  will  reinforce  each  other  to  acquire  a 

momentum  strong  enough  to  put  the  economy  on  the  road  to  cumulative 

growth.  Essential  investment  for  the  economic  development  of  an 

underdeveloped  country,  however,  might  not  be  forthcoming  due  to  the 

deficiency  of  market  demand.  For  example,  a  badly  needed  bus  or 

16 
John  H.  Adler,  "The  Fiscal  and  Monetary  Implementation  of 

Development  Programs,"  American  Economic  Review.  Papers  and  pro- 
ceedings, May  1952,  p.  592.  ~  " 
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truck  line  might  fail  to  be  established  because  the  demand  for  such 
service  might  not  be  large  enough  to  attract  private  entrepreneurs. 
From  the  over-all  economic  point  of  view,  the  domestic  production  of 
such  products  as  steel,  cement,  power,  and  glass  might  be  highly 
desirable;  but  private  entrepreneurs  might  refuse  to  invest  in  the 
production  of  these  products  because  the  deficiency  of  the  domestic 
market  does  not  promise  attractive  rewards  in  these  areas.  For  most 
underdeveloped  countries,  the  question  of  the  narrow  market  and 
demand  deficiency  —  though  it  might  not  be  as  important  as  Nurkse 
claims  it  to  be  —  seems  to  remain  an  important  problem  which  must 
be  solved  if  underdeveloped  countries  are  to  succeed  in  their  attempt 
at  rapid  capital  formation  and  cumulative  economic  development. 

The  proposition  that  the  deficiency  of  the  market  demand  dis- 
courages capital  formation  is  very  real  when  It  is  applied  to  indus- 
tries but  seems  to  be  rather  irrelevant  when  applied  to  peasant 
agriculture.  Peasants  in  underdeve loped  countries  usually  do  not 
evaluate  the  market  for  their  products  (nor  would  it  be  possible 
even  if  they  wanted  to  do  so).  The  things  that  inhibit  capital  for- 
mation in  the  agricultural  sector  are  the  lack  of  resources  and  the 
lack  of  knowledge  due  to  a  generally  low  level  of  education,  isolation 
enforced  by  deficient  transportation  facilities,  and  absence  (or 
nominal  existence)  of  such  facilities  as  an  agricultural  extension 
service. 

Will  the  deficiency  of  the  market  demand  hinder  capital 
formation  by  the  government  and  its  agencies,  too?  As  government 
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enterprises  and  public  works  are  not  guided  "by  the  profit  criterion, 
they  vill  be  free  from  the  difficulty  of  the  narrow  market. 17  The 
government  can  invest,  for  example,  in  a  power  plant  without  any 
regard  to  the  market  for  the  power  supply  and  therefore  profit. 
But  the  desirability  of  a  power  plant  simply  does  not  exist  if  there 
is  no  potential  demand  for  power  by  industries  and  homes.  Though 
the  demand  which  assures  the  private  productivity  of  the  project  is 
not  necessary,  a  sort  of  expected  demand  which  guarantees  the  social 
productivity  of  the  project  in  the  foreseeable  future  is  a  necessary 
prerequisite  of  a  governmental  investment.  When  a  single  investment 
project  is  undertaken,  however,  it  is  always  uncertain  whether  or  not 
such  demand  will  spontaneously  emerge,  and  thus  the  project  will  be  of 
uncertain  desirability.  Thus  even  in  the  case  of  a  government  in- 
vestment, the  consideration  of  demand  for  it  cannot  be  entirely  avoided. 
But  this  is  not  exactly  the  same  thing  as  the  market  difficulty 
haunting  private  entrepreneurs  in  underdeveloped  countries,  and  might 
be  better  classified  as  a  difficulty  mainly  due  to  the  lack  of  comple- 
mentary industries  and  ignorance  as  to  their  future  development. 

To  sum  up,  the  deficiency  of  market  demand  might  not  be  a 
serious  difficulty  for  government  investment  and  peasant  agriculture. 
The  narrowness  of  the  market  is,  however,  likely  to  be  an  important 
element  curtailing  private  entrepreneurs'  inducement  to  invest  for 
many  industrial  commodities  intended  for  domestic  consumption.  Nurkse 


l«Xf  the  major  purpose  of  a  government  enterprise  is  to 
produce  monopoly  revenue,  the  market  consideration  will,  of  course, 
be  very  important. 
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was  right  in  attaching  an  importance  to  market  demand  in  the  process 
of  capital  formation.  Nurkse,  however,  could  have  stressed  the 
importance  of  the  difficulty  caused  by  the  narrow  market  and  inelastic 
consumer  demand  without  going  to  the  unnecessary  extreme  of  claiming 
that  no  individual  entrepreneur,  no  matter  what  line  of  industry  he 
may  be  in,  can  escape  from  this  difficulty.  If  an  underdeveloped 
country  is  to  develop  under  the  system  of  a  mixed  economy,  both  private 
enterprises  and  government  must  contribute  to  capital  formation  and 
economic  development.  Therefore,  the  deficiency  of  domestic  demand, 
which  discourages  entrepreneurs'  inducement  to  invest  in  home  indus- 
tries, is  still  an  important  barrier  to  the  economic  development  of 
underdeveloped  countries. 

The  Income  Elasticity  of  Demand  as  the  Investment 
Criterion;  Further  Critiques 

In  the  preceding  chapter  in  which  a  critical  analysis  of  the 
Nurksian  thesis  was  undertaken  within  the  boundary  of  the  Nurksian 
analysis  and  with  the  granted  acceptance  of  the  Nurksian  assumptions, 
it  was  pointed  out  that  the  use  of  the  concept  of  income  elasticity 
of  demand  as  the  measure  of  balance  required  a  set  of  very  unlikely 
static  assumptions.  It  was  shown  that  to  be  able  to  use  the  concept 
of  income  elasticity  as  the  measure  of  balance  in  a  developing  economy, 
we  must  assume  that  distribution  of  income,  relative  prices,  and  the 
tastes  of  the  population  will  remain  unchanged  during  the  process  of 
balanced  development. 

As  soon  as  we  emancipate  ourselves  from  the  narrow  confines 
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of  the  Hurksian  frame  of  analysis  and  consider  the  income  elasticity 
of  demand  as  an  investment  criterion  applicable  not  to  the  private 
sector  clone  but  to  the  entire  economy,  a  very  serious  additional 
difficulty  arises  in  the  use  of  the  concept  as  the  measure  of  balance 
or  investment  allocation.  To  employ  the  income  elasticities  of  demand 
as  the  investment  criteria  in  an  underdeveloped  economy  is  to  assume 
that  the  price  mechanism  will  ensure  the  most  rational  possible  use 
of  the  community's  productive  resources  for  the  cherished  rapid  eco- 
nomic development.  It  is  a  complete  reliance  on  the  Qaithian  invisi- 
ble hand.  The  well-known  existence  in  underdeveloped  countries  of 
various  market  imperfections,  and  of  the  marked  inequalities  in  the 
distribution  of  income  as  well  as  the  consideration  of  various  ex- 
ternal economies,  however,  indicates  that  there  should  be  a  consider- 
able divergence  between  private  and  social  productivity  of  an  in- 
vestment project,  and  that  the  market  price  is  not  a  sufficient  nor 
the  best  guide  for  investment  in  underdeveloped  countries  desiring 
rapid  economic  development. 

The  lack  of  knowledge  is  rather  conspicuous  in  most  under- 
developed countries.  Widespread  illiteracy,  lack  of  effective 
advertizing  media,  poor  communication  and  transportation  facilities, 
etc.,  all  contribute  to  the  lack  of  knowledge  of  market  conditions. 
In  the  absence  of  a  satisfactory  knowledge  of  the  market,  the  income 
elasticity  of  demand  cannot  serve  as  a  satisfactory  investment 
criterion.  The  lack  of  knowledge  distorts  the  income  elasticities 
of  demand  of  the  population. 


To 


It  has  already  been  pointed  out  that  the  distribution  of 
income  in  underdeveloped  countries  is  more  unequal  than  in  most 
developed  countries.  This  inequality  in  the  income  distribution 
reduces  the  value  of  the  income  elasticities  of  demand  as  the 
investment  criteria  in  underdeveloped  countries.  Money  votes  shown 
by  the  income  distributed  unequally  are  not  likely  to  be  satisfactory 
guides  for  investment  allocation  for  a  rapid  development  of  the  entire 
economy. 

Our  knowledge  of  the  various  interrelationships  among  the 
various  industries  and  branches  of  an  economy,  and  the  consideration 
of  the  external  economies  of  all  sorts  tell  us  that  in  the  developing 
economies  of  underdeveloped  countries  many  projects  are  often  inextri- 
cably tangled  together  by  technological,  economic,  and  social  inter- 
relationships.    The  successful  completion  of  a  given  project  may 
entail  the  initiation  of  a  host  of  subsidiary  projects,  or  the 
provision  of  many  basic  facilities  such  as  hydroelectric  power  station, 
transportation  net  works,  and  so  on.  An  undertaking  of  a  particular 
project,  on  the  other  hand,  might  preclude  the  initiation  or  completion 
of  other  projects  which  are  also  of  value  to  the  economy.  The  fact 
that  many  projects  are  closely  interrelated  and  bound  together,  thus, 
suggests  that  the  private  productivity  and  the  social  productivity  of 
various  projects  might  differ  considerably  and  accordingly  that  the 
income  elasticities  of  demand  which  reflect  the  private  money  votes 
might  be  a  poor  investment  criterion  for  the  development  of  the  economy 

l8See  Section  2,  Chapter  V. 
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as  a  whole. 

In  summary,  the  concept  of  the  income  elasticity  of  demand 
is  a  rather  poor  investment  criterion  for  developing  economies.  Not 
only  the  various  forms  of  market  imperfection  prevalent  in  under- 
developed societies  reduce  the  value  of  income  elasticities  as  the 
investment  criteria,  hut  also  the  divergence  between  the  private 
productivity  and  social  productivity  of  a  project  makes  it  difficult 
to  employ  the  income  elasticity  as  the  investment  criterion  in  under- 
developed economies  aspiring  for  a  rapid  development. 


CHAPTER  V 

CONSIDERATION  OF  PROBLEMS  NEGLECTED 
IN  THE  NURKSIAN  ANALYSIS 

The  preceding  chapter  vas  devoted  to  a  critical  analysis  of 
the  Nurksian  assumption  and  presuppositions.  Our  analysis  was,  thus, 
still  confined  to  the  problems  raised  vithin  the  Nurksian  realm  of 
analysis.  This  and  the  following  chapters  will,  however,  he  devoted 
to  the  consideration  of  the  problems  which  were  mostly  neglected  in 
the  Nurksian  analysis,  and  yet,  in  the  present  writer's  opinion,  are 
indispensable  considerations  in  an  attempt  to  obtain  any  reasonably 
complete  theory  of  balanced  economic  development. 

•^Though  the  terms  economic  development  and  economic  growth  have 
been  used  almost  synonymously  in  economic  literature,  the  term  develop- 
ment might  be  more  appropriate  for  underdeveloped  economies.  The 
connotation  of  the  word  "growth"  suggests  a  more  or  less  natural  and 
organic  process,  while  that  of  the  word  "development"  suggests  the  un- 
folding of  the  latent  possibilities  either  by  themselves  or  by  outside 
forces.  The  concern  of  underdeveloped  countries  today  is  to  pull 
their  economies  out  of  the  underdevelopment  status  and  to  set  off  a 
cumulative  economic  progress.  They  are  not  satisfied  with  the  natural 
rate  of  slow  progress,  and  are  struggling  to  accelerate  the  rate  of 
progress.  Therefore,  the  term  development  rather  than  growth  seems  to 
be  more  suitable  for  underdeveloped  countries.  On  somewhat  different 
grounds,  Ursula  K.  Hicks  also  prefers  to  use  the  term  development  with 
underdeveloped  countries:  "It  is  convenient  to  refer  to  the  problems 
of  the  developed  countries  as  concerned  with  growth,  most  of  their 
resources  being  already  known  and  largely  developed,  apart  from 
certain  minerals  for  which  uses  have  only  recently  been  discovered. 
The  problems  of  the  backward  countries  can  then  be  regarded  as  those 
of  development  of  hitherto  unused  sources  whose  uses  in  general  are, 
however,  well  known."  ("Learning  about  Economic  Development,"  Oxford 
Economic  Papers,  February  1957*  P«  1«) 
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Nurkse's  Abstraction  from  Supply  Analysis 
Nurkse  emphasized  the  narrowness  of  the  domestic  market  in 
underdeveloped  countries  as  a  factor  deterring  capital  formation. 
Recognizing  the  interrelationship  between  productivity  and  the  size 
of  the  market,  he  proposed  a  more  or  less  simultaneous  development 
of  various  consumer-goods  industries  as  the  solution  to  overcome 
the  difficulty  caused  by  the  narrow  market.  One  of  the  most  serious 
shortcomings  of  the  Nurksian  doctrine  of  balanced  growth,  however, 
lies  precisely  in  this  very  framework  of  the  Nurksian  analysis.  The 
Nurksian  doctrine  stands  on  a  one-sided  consideration  of  the  problem 
of  capital  formation.  In  his  effort  to  emphasize  the  role  of  demand 
and  to  present  his  thesis  in  a  persuasive,  clear-cut  form,  he  con- 
sidered only  the  demand  side  of,  and  neglected  the  supply  side  of  the 
problem  of  capital  formation.  Balanced  growth,  or  more  or  less 
simultaneous  growth  of  various  consumer-goods  industries,  however, 
cannot  be  proposed  on  the  basis  of  the  one-sided  consideration  of 
demand  alone.  The  demand  and  supply  sides  of  the  problem  of  capital 
formation  are  closely  interrelated.  Policies  devised  to  remedy  a 
difficulty  on  one  side  of  the  problem  are  often  likely  to  affect  the 
other  side  of  the  problem,  or  even  likely  to  depend  on  remedial 
measures  on  the  other  side  of  the  problem.  Due  to  this  inter- 
relationship between  the  two  sides  of  the  problem  of  capital  formation 
a  one-sided  consideration  of  either  demand  or  supply  side  alone  is 
likely  to  be  defective.  In  later  pages,  it  will  be  shown  that  this 
is  exactly  the  case  with  the  Nurksian  analysis.  But,  for  the  present, 
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let  us  turn  to  a  substantiation  of  the  rather  serious  charge  we  have 
made  against  Nurkse  —  that  his  analysis  is  a  one-sided  consideration 
of  the  demand  side  alone. 

In  his  reply  to  Marcus  Fleming  (who  criticized  Nurkse' s 

o 

doctrine  in  respect  to  limited  factor  supply  )  Nurkse  said  that  the 
first  chapter  of  his  Problems  of  Capital  Formation  —  in  which  the 
doctrine  of  balanced  growth  had  been  advanced  —  intentionally  dealt 
with  "investment  incentive  alone "3  for  the  sake  of  orderly  discussion. 
He  goes  on  to  say,  "later  chapters  deal  with  the  supply  side  not  only 
in  terms  of  elasticities  and  propensities,  but  especially  with  refer- 
ence to  —  national  and  international  —  policy  measures  relating  to 
the  supply  of  capital.  ..."   In  his  book,  too,  Nurkse  makes  several 
remarks  to  the  effect  that  though  the  supply  side  is  intentionally 
abstracted  in  the  first  chapter,  it  is  dealt  with  in  later  chapters.-' 
The  fact  that  Nurkse  discusses  problems  of  saving,  availability  of 
capital  and  the  importance  of  social  overhead  capital  in  later 
chapters  is  not  disputed.  What  is  at  dispute  is  whether  his  dis- 
cussion of  the  supply  side  in  later  chapters  can  form  an  integral 
part  of  his  doctrine  of  balanced  growth.  If  his  examination  of  the 
problem  of  saving  and  the  availability  of  capital  in  later  chapters 

^p.  cit.,  pp.  2IH-56. 

^"Balanced  Growth  on  Static  Assumptions,"  op.  cit.,  p.  367 • 

^Ibid. 

^Problems  of  Capital  Formation,  op.  cit.,  pp.  11,  13,  and 
30-31. 
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showed  that  "any  inelasticity  in  the  supply  of  capital"  could  legiti- 
mately be  assumed  away,  then  his  proposal  of  simultaneous  development 
on  many  fronts  will  be  consistent  with  his  analysis  of  the  supply  side 
of  the  problem j  and  he  may  rightly  claim  that  his  doctrine  abstracted 
from  the  side  of  supply  for  an  orderly  discussion.  But  what  his  dis- 
cussion of  the  supply  side  actually  revealed  was  not  the  abundance 
but  the  scarcity  of  savings  and  capital  and  the  need  to  increase  them 
domestically  and  internationally.  This  does  not  fit  into  the  framework 
of  Kurk.se' s  doctrine  which  assumes  away  any  inelasticity  in  the  supply 
of  capital.  Thus,  it  is  legitimate  to  say  that  Nurkse '3  study  of  the 
problem  of  supply  fails  to  be  a  consistent  part  of  his  doctrine  of 
balanced  growth.  As  far  as  his  doctrine  is  concerned,  it  is  based  on 
the  one-sided  consideration  of  demand  and  neglects  the  side  of  supply. 
In  fact  Nurkse  himself  admits  this  shortcoming:   "My  framework  .  .  . 
undoubtedly  has  its  shortcomings.  Thus  balanced  growth  enters  only  on 
one  side  of  the  picture  and  takes  an  increased  capital  supply  for 
granted." 

The  Lack  of  External  Economies 
and  Balance  in  Supply 

Nurkse,  posing  the  question  in  terms  of  the  deficiency  of  the 

demand  for  capital,  concentrated  on  the  demand  side  of  the  problems 

of  capital  formation.  Being  concerned  only  with  the  demand  side  of 

the  picture,  he  naturally  emphasized  the  horizontal  balance  or  the 

""Balanced  Growth  on  Static  Assumptions,"  op.  cit.,  p.  367. 


complementarity  of  various  consumer-goods  industries.  The  diffi- 
culties which  hinder  capital  formation,  however,  are  not  limited  to 
the  demand  side  alone.  There  are  equally,  if  not  more,  i  lportant 
harriers  to  capital  formation  on  what  might  he  regarded  as  the 
supply  side.  Even  though  one  knows  that  there  is  a  wide  market  to 
Justify  a  greatly  increased  production  of  a  certain  commodity,  its 
supply  cannot  he  increased  rapidly  in  the  ahsence  of  the  various 
supply  conditions  favorahle  to  the  increased  production.  Thus,  a 
theory  of  balanced  development  which  proposes  a  more  or  less 
simultaneous  development  of  various  branches  of  an  economy  cannot  be 
complete  without  a  close  examination  of  the  problems  raised  by  the 
very  attempt  to  develop  the  economy  on  many  fronts.  Though  —  in 
view  of  the  close  interrelationship  of  the  demand  and  supply 
sides  —  it  is  not  easy  to  classify  an  economic  problem  as  that  of 
the  demand  or  supply  side  alone,  we  might  designate  the  problems 
raised  by  the  attempt  to  develop  an  economy  on  many  fronts  as  problems 
of  the  supply  side,  inasmuch  as  they  are  the  problems  caused  by  the 
attempt  to  increase  supply  on  various  fronts. 

Two  central  problems  of  the  supply  side  which  require  close 
examination  in  connection  with  an  effort  to  develop  a  balanced  develop- 
ment thesis  are  (l)  the  lack  or  shortage  of  social  overhead  capital 
and  other  interrelated  industries  which  give  external  economies,  and 
(2)  the  supply  of  capital  and  resources  in  underdeveloped  countries. 
The  two  problems  on  the  supply  side  are  similar  in  that  the  lack  or 
shortage  of  either  of  them  means  a  technical  impossibility  of 
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production  or  a  high  cost  of  production. '  The  implications  of  the 
two  problems  for  a  balanced  development  thesis  are,  however,  very- 
different.  Let  us,  first,  start  off  with  the  analysis  of  the  questions 
raised  by  the  lack  or  shortage  of  external  economies. 

Many  students  of  economic  development  have  recognized  the 
importance  of  external  economies,  a  concept  which  was  made  familiar 
to  us  by  Marshall.  Scitovsky,  Adler,  Fleming,  Kindleberger,  Hughes, 
and  a  host  of  other  economists  stressed  the  importance  of  external 
economies  in  economic  development.  The  concept  of  external  economy 
used  by  modern  students  of  economic  development  is  usually  broader 
than  Marshall's  economies  external  to  a  firm,  and  includes  economies 
external  to  an  industry,  too.  Our  consideration  will  also  be  within 
this  broader  framework. 

Inducement  to  invest  in  underdeveloped  countries  may  be 
insufficient  due  to  the  lack  of  social  overhead  facilities  and  of  re- 
lated industries  which  provide  external  economies.  This  proposition 

'At  first  glance,  one  might  think  that  the  questions  of  ex- 
ternal economies  and  the  supply  of  capital  and  resources  are  quite 
different  questions:  Isn't  the  question  of  external  economies  con- 
cerned with  the  cost  of  production  for  private  entrepreneurs,  while 
the  question  of  the  supply  of  capital  and  resources  is  concerned  with 
the  absolute  limit  of  production  attainable  by  the  entire  economy? 
The  lack  of  external  economies,  however,  means  not  only  high  cost  of 
production  but  a  technical  impossibility  of  production  without  pro- 
viding the  lacking,  but  required  external  economies.  Resource  en- 
dowment does  give  a  limit  to  the  extent  of  total  production.  How- 
ever, even  though  a  country  lacks,  or  is  short  of,  a  particular  re- 
source, she  can  —  war  aside  —  always  import  them  from  other  parts 
of  the  world,  provided  she  is  willing  to  pay  the  high  cost  of  doing 
so.  Here  again,  the  important  thing  is  the  cost.  The  economic 
significance  of  the  limitation  of  resources  lies  in  its  effect  on 
the  cost  of  production. 
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is  a  counterpart  on  the  supply  side  of  Nurkse's  thesis  that  inducement 
to  invest  is  insufficient  due  to  the  lack  of  market  demand.  Modern 
economic  society  Is  based  on  a  division  of  labour.  Each  branch  of 
the  economic  system  turns  out  a  part  of  the  finished  products  or 
performs  one  or  a  few  steps  of  the  intricate  production  process. 
Each  is  but  a  specialized  component  of  the  larger  economic  unit,  i.e., 
the  national  economy  The  counter-part  of  this  far-reaching  division 
of  labour  is  the  thoroughgoing  interdependence  of  all  elements  of 

the  economic  system;  production  of  any  commodity  heavily  depends  on 

8 
the  productive  activities  of  the  others.   The  development  of  the 

final  stage  —  producing  consumer- goods  --  usually  requires  the 
existence  (or  simultaneous  development)  of  various  earlier  stages 
supplying  producers'  goods.  The  importance  to  the  consumer- goods 
producers  of  the  earlier  stages  of  production  supplying  energy,  raw 
materials,  intermediate  products,  and  services  such  as  transport  Is 
obvious.  Without  such  earlier  stages  of  production,  the  consumer- 
goods  stage  cannot  exist,  and  vice  versa.  It  is  also  clear  that 
such  complementary  relationship  might  exist  among  various  stages  of 
producer- goods  producers  themselves. 

In  economically  advanced  countries,  a  new  firm  or  industry 
will  benefit  from  those  cost-reducing  services  which  an  established 
economic  society  supplies  in  the  form  of  communication  and  transpor- 
tation facilities,  housing,  power  and  water  supplies,  a  literate 


8 
Lewis  H.  Bean  and  Marvin  Hoffenberg  in  a  review  of 
Mandelbaum's  Industrialization  of  Backward  Areas.  The  Review  of 
Economics  and  Statistics,  November  1948,  p.  319. 
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population  susceptible  to  economic  inducements,  skilled  workers, 
managers  and  engineers,  highly  organized  labour  and  capital  markets 
and  so  forth.  But  underdeveloped  countries  are  conspicuous  by  the 
very  absence  of  these  essential  preconditions  of  economic  progress. 
An  entrepreneur  vho  is  starting  a  new  line  of  production  in  under- 
developed countries  has  to  incur  additional  cost  and  risk  to  overcome 
the  lack  of  those  external  economies  which  are  taken  for  granted  in 
advanced  economies.  He  has  to  incur  additional  expenses  for  which, 
while  conferring  advantages  on  those  to  follow,  he  will  not  be 
compensated." 

It  is  often  said  that  in  underdeveloped  countries  capital  is 
scarcer  and  therefore,  other  things  being  equal,  its  marginal  produc- 
tivity is  higher.  But  this  comparison  is  improper  because  of  its 
ceteris  paribus  clause.  Other  things  are  not  equal  not  only  because 
adequate  market  demand  is  lacking,  but  also  because  external  economies 
in  existence  and  in  the  making  are  not  the  same  as  in  developed 
countries.    The  additional  troubles,  uncertainties,  and  financial 
burden  due  to  the  lack  of  external  economies  are  likely  to  discourage 
(as  does  deficiency  of  the  market  demand)  capital  formation  by 
individual  entrepreneurs  seeking  profit. 

^See  John  H.  Adler,  op.  cit.,  pp.  586-92;  K.  Mandelbaum,  The 
Industrialization  of  Backward  Areas,  Institude  of  Statistics  Monograph 
No.  2  (New  York:  Kelley  &  Millman7"lnc . ,  1955),  P-  ^i   Alfred  E.  Kahn, 
"Investment  Criteria  in  Development  Programs,"  Quarterly  Journal  of 
Economics,  February  1951,  P.  57;  Louis  H.  Bean  and  Marvin  Hoffenberg, 
QP-  cit.t  p.  319. 

10Cf.  John  H.  Adler,  op.  cit.,  p.  590. 


66 


For  example,  in  advanced  countries,  if  a  farmer  decides  to 
mechanize  his  farm,  all  he  has  to  do  is  to  purchase  a  tractor  and 
other  agricultural  machines  suitable  to  his  land  and  crops.  The 
information  as  to  what  is  suitable  is  readily  available  from  his 
neighbors  and  from  such  organizations  as  the  agricultural  extension 
service  and  firms  supplying  agricultural  machinery.  He  doe6  not  have 
to  worry  about  fuel  supply  nor  about  repair  and  maintenance  services. 
All  these  valuable  services  are  readily  available  to  him.  A  farmer 
in  underdeveloped  countries  who  wants  to  mechanize  his  production, 
however,  cannot  find  these  external  economies  to  rely  on.  Prior  to 
the  purchase  of  agricultural  machinery,  he  may  have  to  investigate 
and  perhaps  experiment  to  discover  what  types  of  machinery  are  most 
suitable  to  his  land  and  crops.  He  is  most  likely  to  have  to  provide 
for  his  own  transportation  of  fuel,  since  it  is  unlikely  that  a 
regular  supply  service  is  available.  Besides,  he  has  to  train  his 
own  machine  operators  and  arrange  for  his  own  repair  and  maintenance 
facilities.  The  lack  of  all  these  external  economies  which,  in 
advanced  economies,  are  readily  available  at  much  lower  costs  imposes 
additional  financial  burden  and  worry,  and  is  likely  to  discourage 
the  farmer's  attempt  to  invest  in  machinery  and  modernization. 

In  the  case  of  manufacturing  industries,  the  situation  is 
similar.  In  developed  countries,  an  entrepreneur  who  decides  to  under- 
take a  new  enterprise  can  usually  avail  himself  of  the  external 
economies  of  continued  supply  of  nw  materials,  parts,  power, 


11 


Ibid. 
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transportation  and  marketing  facilities,  a  trained  labour  force,  relia- 

12 
ble  managerial  and  supervisory  personnel,  and  so  forth.    But  in 

underdeveloped  countries,  an  entrepreneur,  before  he  can  start  an 

industrial  project,  must  ascertain  the  availability  of  these  external 

economies  which  are  necessary  for  his  production  but  often  go  beyond 

his  financial  capability.  Thus,  the  lack  of  these  external  economies 

often  makes  an  attempt  at  new  capital  investment  an  impossibility* 

Such  indispensable  quasi-public  facilities  as  power  and  water  supply, 

and  transportation  facilities  as  well  as  related  industries  which 

supply  or  purchase  various  stages  of  intermediate  products  might  be 

lacking.  Further,  training  of  labour  and  managerial  personnel, 

maintaining  of  larger  stocks  of  raw  materials  and  finished  products, 

arranging  for  the  distribution  of  the  products,  etc.  might  be  too 

burdensome  and  costly. 

It  must  be  noted  that  the  lack  of  external  economies  is  a 

barrier  not  only  to  private  investment  but  also  to  capital  formation 

by  the  government.  The  lack  of  social  overhead  facilities  and  of 

related  industries  means  that  often  an  effort  to  develop  a  particular 

industry  will  be  •-  in  the  absence  of  an  accompanying  development  of 

necessary  social  overheads  and  related  industries  —  a  technical 

impossibility.  For  example,  the  development  of  an  aluminium  plant 

(whether  this  is  done  by  the  government  or  by  a  private  entrepreneur) 

is  not  possible  in  the  absence  of  the  supply  of  cheap  electric  power 

and  transportation  facilities.   If  the  government  decides  to  furnish 

12Ibid. .  p.  591. 
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the  necessary  external  economies  —  in  this  case,  electricity  and 
transportation  —  the  aluminium  plant  will  become  a  technically 
feasible  project.  The  creation  of  additional  external  economies,  how- 
ever, means  an  additional  capital  requirement.  If  the  government  is 
short  of  capital,  the  project  might  still  become  infeasible.  Even 
though  the  capital  is  available,  other  things  being  equal,  the  higher 
the  cost  of  development  the  lass  unattractive  will  be  the  proposed 
project.  Thus,  it  is  clear  that  the  lack  of  external  economies  deters 
not  only  private  entrepreneurs'  investment  but  also  the  government's 
effort  on  capital  formation. 

Many  economists  believe  the  role  of  external  economies  to  be 
strategic  in  the  process  of  economic  development.  According  to  Adler, 
external  economies  are  "an  essential  prerequisite  for  an  acceleration 
of  the  rate  of  economic  development."  '  He  even  goes  on  to  say  that 
the  present  differences  in  the  stage  of  economic  development  of 
various  countries  perhaps  can  be  explained  more  adequately  by  investi- 
gating why  in  some  countries  external  economies  did  come  off  while  in 
others  they  did  not  materialize.    Recognizing  the  Importance  of  ex- 
ternal economies,  Horman  S.  Buchanan  says  "transportation,  communi- 
cation and  marketing  facilities  are  perhaps  the  most  productive  form 

that  real  capital  formation  can  initially  assume  in  the  low  income 

1 15 
areas."  *     Kindleberger,  on  the  same  ground,  also  mentions  his 

13Ibid.,  p.  588.         llfIbid.t  p.  587. 

1577orman  S.  Buchanan,  "Deliberate  Industrialization  for  Higher 
Incomes,"  The  Economic  Journal,  December  I9U6,  p.  5^1. 
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"predilection  for  transport  and  education  as  top  priorities."    It  is 

also  on  this  ground  that  several  economists  insist  that  the  concept  of 

investment  in  underdeveloped  countries  must  include  such  expenditures 

as  cost  of  technical  training,  health  service,  etc.  '  Nurkse  himself, 

though  in  a  different  context,  stressed  that  the  lack  of  basic 

services  such  as  transport,  power  and  vater  supply  is  a  serious 

bottleneck  in  the  poor  countries,  and  is  unfavorable  to  private  invest- 

ment.    According  to  Nurkse  the  lack  of  domestic  demand  was  the  main 

reason  why  the  private  foreign  investment  of  advanced  countries  in 

underdeveloped  areas  has  been  mainly  confined  to  extractive  industries 

and  not  to  industries  catering  to  the  domestic  markets  of  underdeveloped 

countries.  Pursuing  much  the  same  line  of  argument  on  the  supply  side 

Adler  says: 

It  is  this  lack  of  external  economies  which  presumably  is 
more  responsible  than  any  other  factor  for  the  limited  volume  of 
small  and  medium-sized  foreign  investment  in  underdeveloped 
countries;  or  conversely,  it  may  be  considered  as  one  of  the  main 
causes  for  the  fact  that  private  foreign  investment  has  been 
concentrated  in  large-scale  enterprises  which  compensate  for  the 
lack  of  external  economies  of  the  industry  through  the  horizontal 
and  vertical  integration  of  the  processes  of  production. 9 

It  follows  directly  from  the  understanding  of  the  importance 

l60p.  cit.t  p.  166. 

^See,  for  example,  Adler,  op.  cit.,  p.  585 ;   Richard  Goode, 
"Adding  to  the  Stock  of  Physical  and  Human  Capital,"  American  Economic 
Review,  Papers  and  Proceedings,  May  1959,  pp.  ikf-kS. 

J-°"The  Problem  of  International  Investment  Today  in  the  Light 
of  Nineteenth  Century  Experience,"  op.  cit.,  pp.  75^-55- 

19Ibid.t  p.  591. 
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of  external  economies  as  a  factor  determining  the  rate  of  economic 
growth  that  the  very  lack  of  them  in  underdeveloped  economies  slows 
down  the  rate  of  capital  formation  and  economic  development.  The 

existence  of  external  economies  is,  as  emphasized  by  Paul  Baran,  not 

20 
a  sufficient  condition  of  economic  growth,   hut  it  is  also  ohvious 

21 
that  without  it  rapid  economic  growth  can  hardly  take  place. 

The  solution  to  overcome  the  difficulty  caused  "by  the  lack  of 
external  economies  in  supply  is  the  development  of  various  comple- 
mentary stages  of  industries  and  social  overhead  facilities.  In  the 
absence  of  required  external  economies,  an  investment  project  must 
often  he  accompanied  by  a  more  or  less  simultaneous  development  of 
various  complementary  stages  of  industries  and  social  overhead 
facilities.  The  development  of  an  aluminium  plant,  for  example, 
requires  the  construction  of  a  power  station  which  can  supply  cheap 
power.  The  development  of  a  coal  mine  might  require  the  development 
of  transportation  facilities  which  can  facilitate  the  movement  of  men 
and  capital  to  develop  the  mine,  and  of  the  coal  out  of  the  mine. 

Of  course,  the  development  of  various  complementary  industries 
and  social  overhead  facilities  does  not  have  to  take  place  simul- 
taneously in  the  literal  sense  of  the  word. 

In  the  Hurksian  argument  for  horizontal  balanced  development 

200p.  cit.,  p.  191. 

21For  a  couple  of  almost  ubiquitous  examples  in  the  literature 
of  the  importance  of  external  economies,  see  I.  B.  R.  D. 's  The 
Economic  Development  of  Guatemala,  p.  9&,   and  The  Economic  Development 
of  Iraq,  p.  300. 
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of  various  consumer- goods  industries,  the  simultaneity  plays  a  rather 
fundamental  role.  According  to  Nurkse,  one  industry  developed  by 
itself  is  likely  to  be  a  failure  due  to  the  lack  of  demand  which  in 
turn  is  caused  by  the  poverty  of  the  people.  When  a  series  of  con- 
sumer-goods industries  is  created  more  or  less  simultaneously, 
however,  not  only  various  final  products  but  income  with  which  to 
purchase  those  products  are  created,  too.  Thus,  in  Nurkse* s  model  of 
horizontal  balance,  the  fact  that  various  industries  are  developed 

more  or  less  simultaneously  is  essential  in  overcoming  the  difficulty 

22 
caused  by  the  narrowness  of  the  domestic  market. 

In  the  solution  to  overcome  the  difficulty  caused  by  the 
lack  of  external  economies,  however,  the  term  "more  or  less  simul- 
taneously" carries  lesser  weight.   It  is  preferred  but  not  necessary. 
For  instance,  often  the  development  of  social  overhead  facilities 
such  as  transportation  and  communication  networks  will  come  first. 
In  some  cases,  the  development  of  transportation  facilities  will  be 
a  prerequisite  to  the  development  of  various  industries  and  primary 
production.  For  example,  the  development  of  a  cement  plant  might 

22 

This  Nurksian  argument  for  simultaneity,  of  course,  depends 

on  Nurkse' s  somewhat  over-exaggerated  notion  of  demand  inelasticity 

in  underdeveloped  countries.  The  reader  may  recall  that  we  found  in 

Chapter  III  that  to  assume  an  inevitable  inelasticity  of  demand  for 

any  industry  is  not  realistic  nor  necessary.  Thus,  if  we  relax  the 

Nurksian  assumption  regarding  the  demand  conditions  and  take  the  more 

realistic  position  that  there  are  some  industries  to  which  demand 

inelasticity  is  not  an  important  barrier,  then  the  importance  of  the 

simultaneity  phrase  is  somewhat  reduced  even  in  the  case  of  the 

horizontal  balanced  development.  There  are  some  consumer- goods 

industries  which  can  develop  without  the  simultaneous  development  of 

other  consumer- goods  industries. 
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have  to  be  preceded  by  the  development  of  road  and/or  railroad 
facilities. 

It  might,  however,  be  assumed  that  the  less  a  completed 
facility  has  to  stand  idle  the  more  will  be  its  contribution  to  the 
economic  development  of  a  nation.  The  shorter  the  time  the  railroad 
is  left  idle  before  it  can  transport  coal,  the  greater  will  be  the 
contribution  of  the  railroad  to  the  economic  development.   In  the 
case  of  private  entrepreneurs,  it  is  obvious  that  few  entrepreneurs 
will  invest  to  establish  industrial  facilities  if  they  are  uncertain 
of  the  development  of  the  complementary  facilities  on  whose  emergence 
depends  the  profitabilities  of  their  projects.  Under  such  circum- 
stances, the  prior  existence,  or  a  more  or  less  simultaneous 
development  of  complementary  industries  is  likely  to  be  a  necessary 
condition  of  private  investment. 

Furthermore,  the  fact  that  the  development  of  various  final 
stages  of  production  (horizontal  balance)  is  closely  related  to  the 
provision  of  various  earlier  stages  of  production  and  social  over- 
head facilities  seems  to  offer  a  logical  argument  for  a  more  or  less 
simultaneous  development.  We  have  seen  that  to  overcome  the  difficulty 
of  demand  deficiency,  horizontal  balanced  development  was  necessary. 
Horizontal  balanced  development,  however,  is  not  likely  to  be  suc- 
cessful in  the  absence  of  the  development  of  related  earlier  stages 
of  production  and  various  socio-economic  overhead  facilities.  Thus, 
to  assure  a  successful  horizontal  balanced  development  —  if  not  for 
other  reasons  --  a  more  or  less  simultaneous  development  of  social 
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overhead  facilities  and  related  industries  seems  to  be  necessary. 

The  more  or  less  simultaneous  development  of  various  stages 
of  industries  and  social  overhead  facilities  might  be  named  —  in 
parellel  to  the  Nurksian  "horizontal  balance"  --  "vertical  balance." 
The  Nurksian  argument  for  horizontal  balance  can  easily  be  translated 
into  an  argument  for  vertical  balance.  A  project  which,  taken  by 
itself,  looks  dubious  and  uneconomical  due  to  the  lack  of  complementary 
industries  in  the  vertical  sense  —  whether  forward  from  supplying 
industries  to  using  industries,  or  backward  from  using  industries  to 
supplying  industries  --  would  become  an  economical  undertaking  when 
it  is  accompanied  by  a  more  or  less  simultaneous  growth  of  comple- 
mentary industries. 

The  lack  of  external  economies  in  underdeveloped  countries 
might  mean  that  a  venture  in  any  single  enterprise  might  become 
attractive  only  if  the  simultaneous  development  of  other  comple- 
mentary industries  is  undertaken.  For  example,  investment  to  build 
electric  light  and  equipment  industries  could  become  profitable  only 
if  electric  power  plants  were  simultaneously  built,  or  were  already 
in  existence.  In  the  same  way,  a  welding  shop  can  operate  con- 
tinuously and  profitably  only  if  a  reliable  supply  of  electricity 
or  compresr::  oxygen  gas  exists.  An  entrepreneur  looking  at  a  power 
plant  or  an  electric  equipment  factory  as  a  single  venture  may  be  de- 
terred from  going  ahead  by  the  uncertainty  as  to  whether  these  com- 
plementary industries  will  in  fact  develop  and  thus  make  profitable  what 
would  otherwise  be  a  dubious  undertaking.  If  the  two  complementary 
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industries  are  joined  in  a  single  program  of  development  the  risk 

23 
will  be  reduced  and  the  profit  expectation  justified.    In  the  real 

world,  such  complementary  relationships  will  exist  among  many  indus- 
tries in  many  complicated  ways.  Such  a  complementarity  among  industries 
is  the  very  basis  on  which  the  case  for  vertical  balance  rests. 

We  have  given  the  name  "horizontal"  to  the  complementary 
interrelationships  among  various  consumer- goods  producers,  and 
"vertical"  to  the  complementarity  among  various  stages  of  production 
and  overhead  facilities.  The  distinction  between  horizontal  and 
vertical  balance,  however,  is  not  always  easy  in  practice.  Por 
instance,  the  interrelationship  between  a  tire  factory  and  a  bicycle 
factory  will  be  not  only  horizontal  but  also  vertical.  They  are 
horizontally  interrelated  in  the  sense  that  income  earned  from  both 
factories  might  be  spent  for  the  products  of  each  other.  At  the  same 
time,  they  are  vertically  interrelated  because  the  tire  company  sup- 
plies its  product  for  the  bicycle  company,  and  the  tire  company  buys 
bicycles  for  the  transportation  of  its  product.  The  complicated 
interrelationships  among  various  components  of  an  economy  is  well 
illustrated  in  the  following  quotation  from  a  statement  by  the  Afghan 
Minister  of  National  Economy  defending  his  application  for  credit  from 
the  Export -'qport  Bank. 


23 

Cf .  William  W.  Lockwood,  The  Economic  Development  of  Japan 

(Princeton,  New  Jersey:  Princeton  University  Press,  1954),  p.  227; 
Tibor  Scitovsky,  "Two  Concepts  of  External  Economies,"  Journal  of 
Political  Economy,  April  1954,  pp.  148-49. 
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The  textile  mill  project  depends  upon  (a)  increased  cotton 
cultivation  and  (b)  expanded  electric  energy  and  fuel  supply 
and  (c)  improved  and  expanded  transportation  services.  A  switch 
of  arable  land  to  cotton  and  sugar  makes  necessary  increased 
production  of  grains,  fruit  and  legumes  in  the  Arghandab  and 
Helmand  Valleys.  Cement  and  brick  production  are  an  economic 
asset  to  the  irrigation  and  construction  projects.  Similarly, 
new  sources  of  electric  energy  and  coal  are  essential  to  the 
new  textile,  cement  and  brick  plants.  Finally,  increased  pro- 
duction of  fruits,  cotton  and  meat  for  domestic  consumption  as 
well  as  for  export  will  intensify  the  ability  of  the  Afghan 
economy  to  repay  the  hoped-for  loan.  Clearly,  the  proposed 
projects  are  largely  complementary  to  each  other,  so  that  the 
withdrawal  of  one  makes  the  others  suffer.  * 

In  summary,  our  analysis  shows  that  external  economies  re- 
sulting from  the  complementary  interactions  of  different  industries 
are  not  confined  to  consumer-goods  sectors;  they  are  as  important,  if 
not  more,  in  the  case  of  vertical  interrelationship  among  the  various 
stages  of  production.  Furthermore,  the  horizontal  and  vertical  ex- 
ternal economies  interact  between  themselves.  Thus,  if  we  pursue  — 
extending  the  logic  of  the  Nurksian  thesis  —  a  solution  to  overcome 
the  difficulties  both  of  the  narrow  market  and  of  the  lack  of  external 
economies,  the  answer  seems  to  lie  in  a  horizontal  and  vertical  balanced 
development,  i.e.,  a  more  or  less  simultaneous  development  of  various 
branches  of  an  economy  at  various  stages  of  production. 

In  the  preceding  discussion  of  the  case  for  horizontal  and 
vertical  balanced  development,  we  have  implicitly  assumed,  for  the  sake 
of  simplification,  a  closed  economy.  When  we  discard  this  assumption 

2^Quoted  in  Michael  Belshaw,  "Operational  Capital  Allocation 
Criteria  for  Development  Planning,"  Economic  Development  and  Cultural 
Change,  April  1958,  p.  200,  and  P.  Franck,  "Economic  Planners  in 
Afghanistan,"  Economic  Development  and  Cultural  Change,  February  1953* 
p.  32fc. 
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and  introduce  an  open  economy,  the  need  of  horizontal  and  vertical 
balance  of  an  economy  is  considerably  reduced. 

Let  us  first  examine  the  case  for  horizontal  balance.  If  the 
export  of  industrial  products  can  pay  for  the  necessary  import  of 
primary  products,  then  industry  can  develop  without  a  concomitant 
development  of  the  primary  sector.   In  the  same  way,  if  expansion  of 
primary  production  can  pay  for  the  import  of  industrial  commodities, 
the  primary  sector  may  develop  without  a  simultaneous  development 
of  the  industrial  sector.  Thus,  it  is  clear  that  international 
transactions  will  reduce  the  need  of  horizontal  balance. 

It  must,  however,  be  emphasized  that  even  though  international 
trade  reduces  the  need  of  horizontal  balance,  it  does  not  eliminate  it. 
Por  many  reasons,  the  expansion  of  primary  production  alone  is  not  a 
very  promising  line  of  development.  To  expand  industrial  output  and 
to  compete  in  the  world  market  with  the  advanced  countries  are  not 
likely  to  be  easy  for  most  underdeveloped  countries.  Despite  the 
possibility  of  international  trade,  most  underdeveloped  countries 
will  find  it  necessary  to  maintain  horizontal  balance  among  various 
economic  sectors.  In  most  cases,  neither  industry  nor  the  primary 

sector  alone,  but  both  industry  and  primary  sectors  will  be  required 

25 

to  be  developed. 

The  need  of  vertical  balance  is  also  substantially  reduced 
when  an  open  economy  is  introduced.  Technically  and  financially 
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sectors. 


The  next  section  elaborates  the  need  of  balance  among 


97 


impossible  requirements  of  developing  all  stages  of  industry  in  many 
branches  of  an  economy  can  now  be  relaxed.  J-fuch  heavy  capital 
equipment,  tools,  and  machinery  —  the  production  of  vhich  requires 
a  high  degree  of  technological  achievement  —  might  be  Imported  from 

advanced  industrial  nations.  However,  here  again  the  need  of  vertical 
balance  is  reduced  but  not  eliminated.  Many  interrelated  stages  of 
production  might  profitably  be  established  at  home.  Social  overhead 
facilities  are,  of  course,  ones  which  cannot  b  imported. 

The  case  for  horizontal  and  vertical  balance  within  the 

framework  of  an  open  economy  is  strengthened  when  the  dynamics  of 

26 
economic  development  and  changes  are  taken  into  consideration. 

Considerations  of  the  risk  involved  in  concentration  on  primary 

production,  of  the  educative  effects  of  industrial  development,  and  of 

the  importance  of  prospective  costs  all  point  toward  the  need  of 

horizontal  and  vertical  balance. 

Balance  among  Sectors 
The  preceding  emphasis  on  the  interrelationship  among  various 
branches  of  an  economy  and  on  horizontal  and  vertical  development 
brings  us  to  the  question  of  "balance  among  sectors."  Though  Nurkse 
failed  to  touch  on  the  problem  of  balance  among  sectors,  it  can  easily 
be  incorporated  into  a  thesis  of  balanced  development.  In  fact,  the 
concept  of  balance  among  sectors  seems  to  be  a  logically  indispensable 
component  of  the  balanced  development  thesis. 

HFor  further  discussion,  see  Section  1,  Chapter  VII. 
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In  Chapter  III,  it  vas  shown  that  the  Nurksian  solution  of 
horizontal  balance  as  the  means  to  overcome  the  market  difficulty 
cannot  logically  he  confined  to  the  consumer-goods  industries  alone. 
Because  man  does  not  live  by  manufactured  consumer-goods  alone,  the 
income  created  in  the  simultaneously  developing  consumer-goods  indus- 
tries is  likely  to  leak  out  into  the  primary  and  foreign  sectors. 
This  leakage  into  other  sectors  of  the  income  created  in  the  consumer- 
goods  industries  makes  it  impossible  for  the  simultaneously  developing 
consumer-goods  industries  to  secure  an  adequate  market  for  their 
products,  unless  the  leakage  is  offset  by  the  inflow  of  income  from 
other  sectors.  But  other  sectors  can  afford  to  purchase  more 
manufactured  consumer-goods  only  if  their  production  and  income  are 
increasing  to  enable  such  increased  expenditures.  Thus,  it  was 
pointed  out  that  the  Nurksian  solution  to  overcome  the  market  diffi- 
culty had  to  be,  by  its  very  logic,  the  development  of  various  sectors 

producing  final  goods,  i.e.,  the  balanced  development  of  various 

27 
sector 3  producing  consumer-goods. 

Consideration  of  further  problems  of  demand  and  supply  in 
capital  formation  and  economic  development  also  clearly  indicates 
the  interrelationship  of  various  sectors  in  the  developmental  process 
and  shows  the  need  of  balance  among  various  sectors  of  an  economy. 

Industrialization  is  desired  almost  universally  by  under- 
developed countries.  Some  of  the  principal  reasons  underlying  the 
urge  for  industrialization  are  their  over-crowded  agriculture,  the 

2^This  point  is  discussed  in  detail  in  Section  2,  Chapter  III. 
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world  market  conditions  facing  primary  producing  countries,  and 
the  effect  of  industrialization  on  the  so-called  "take-off"  of  an 
economy. 

For  a  country  in  which  the  majority  of  the  people  live  in 
over-crowded,  fragmented  land,  industrialization  is  the  only  hope 
towards  increased  productivity  and  a  higher  standard  of  living. 
Industrialization  will  not  only  supply  industrial  goods  and  services, 
but  will  increase  the  agricultural  output  by  providing  the  outlet  for 
the  over-crowded  agricultural  labour  force. 

Increased  production  and  export  of  primary  goods  is 
important  for  the  economic  development  of  an  underdeveloped  country. 
Export  of  primary  production,  however,  faces  an  unstable  risky  market. 
Furthermore,  if  many  underdeveloped  countries  try  to  promote  their 
economic  development  by  the  increased  production  and  export  of 
primary  products,  they  might  defeat  their  own  purpose  by  turning  the 
terms  of  trade  against  them.  Thus,  again,  industrialization  seems 
to  be  important  for  an  underdeveloped  country  aspiring  for  a  rapid 
economic  development. 

Industrialisation  is  often  advocated  on  the  ground  that  it  is 
conducive  to  the  cumulative  growth  of  an  economy.   Industrialization  -- 
through  its  educative  effect  on  the  population  and  on  urbanization, 
which  is  believed  to  reduce  the  birth  rates  and  to  create  an  atmos- 
phere favorable  to  economic  development  —  is  likely  to  pave  the  road 
to  the  "take-off"  of  an  economy. 

For  the  above  and  scores  of  other  reasons  industrialization 
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is  desired  by  underdeveloped  countries.  The  development  of  one  sector, 
however,  is  greatly  influenced  by  the  development  of  other  sectors. 
The  development  of  the  industrial  sector  is  largely  conditioned  by 
the  development  of  the  agricultural  and  export  sectors.  Rapid 
industrialization  is  not  likely  to  succeed  unless  the  agricultural 
sector  can  supply  the  increasing  quantities  of  raw  materials  and  food- 
stuffs to  the  industrial  sector,  while  releasing  some  of  its  labour 
force  to  satisfy  the  increasing  demand  for  industrial  manpower. 
Furthermore,  in  countries  where  two-thirds  of  the  population  are  in 
the  rural  areas,  the  greatest  source  of  demand  for  industrial  goods 
is  nothing  but  the  agricultural  sector.  But  without  the  development 
of  the  agricultural  sector  and  the  increased  income  created  thereof, 
the  agricultural  sector  cannot  afford  to  buy  industrial  goods.  Rapid 
industrialization  of  underdeveloped  countries  requires  the  import  of, 
among  other  things,  a  large  amount  of  capital  goods.  But  the  most 
important  source  of  the  foreign  exchange  to  pay  for  such  import  of 
capital  goods  can  be  only  the  export  of  domestic  products.  Thus, 
the  development  of  the  export  sector  becomes  an  important  considera- 
tion of  any  industrialization  program. 

Just  as  the  development  of  industry  depends  on  the  develop- 
ment of  other  sectors,  so  does  the  development  of  the  agricultural 
or  export  sector  depend  on  the  development  of  industry  and  other 
sectors.  Agriculture,  for  instance,  needs  industry  aa   the  outlet  of 
its  surplus  labour,  the  provider  of  the  market  for  agricultural 
products,  and  the  supplier  of  agricultural  tools  and  machines. 
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Agricultural  development  also  depends  on  the  international  trade  which 
videns  the  market  for  agricultural  products  and  provides  important 
agricultural  inputs  such  as  imported  fertilizer  and  agricultural 
machines. 

The  export  sector's  dependency  on  industrial  and  agricultural 
sectors  is  obvious.  For  most  underdeveloped  countries,  without  the 
development  of  agriculture  and  industries,  there  will  he  not  much  to 
export . 

Thus,  the  balanced  development  approach  —  which  is  based  on 
the  explicit  recognition  of  the  interrelationships  among  various  parts 
of  an  economy,  and  proposes  a  horizontal  and  vertical  development  of 
various  parts  of  the  economy  —  cannot  overemphasize  the  importance  of 
balance  among  sectors.  In  fact,  the  very  logic  of  the  balanced 
development  thesis  makes  the  emphasis  on  the  balance  among  sectors 
an  indispensable  component  of  its  thesis. 

From  what  have  been  said  above,  it  should  be  clear  that  a 
general  theoretical  decision  as  to  which  is  more  important  in  princi- 
ple —  industry,  agriculture,  or  export  —  is  quite  pointless.  It  is 
meaningless,  since  they  are  not  competitive  but  rather  complementary. 
Indeed,  the  modernization  of  various  sectors  of  an  economy  is  a  closely 
interrelated  whole.  The  maintenance  of  proper  harmony  among  the  various 

sectors  of  an  economy  is  actually  one  of  the  most  crucial  conditions  of 

28 
rapid  and  healthy  economic  development. 

2°Mandelbaum,  op.  cit.,  vii  and  viiij  P.  Baran,  op.  cit., 
pp.  27^-75- 
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W.  A.  Lewis  emphasizes  the  need  of  balanced  development  among 

various  sectors  of  an  economy.  The  following  quotation  from  Lewis 

clearly  explains  in  general  terms  the  difficulty  involved  in  developing 

one  sector  of  the  economy  only. 

The  various  sectors  of  the  economy  must  grow  in  the  right 
relationship  to  each  other,  or  they  cannot  grow  at  all.2^ 

The  relationship  can  be  expressed  more  formally  if  we  consider 
the  economy  as  divided  into  three  sectors,  A  for  agricultural 
production  for  the  home  market,  M  for  manufacturing  production  for 
the  home  market,  and  X  for  production  for  export.  If  M  expands, 
the  demand  for  the  products  of  A  will  increase.  If  the  increased 
output  of  M  substitutes  for  imports,  the  foreign  exchange  thus 
released  may  pay  for  the  increased  imports  of  A.  If  not,  and  if 
A  is  stagnant  while  M  is  expanding,  either  Afs  prices  will  rise, 
or  imports  will  rise,  creating  a  balance  of  payments  deficit,  and 
either  of  these  events  will  check  the  expansion  of  M.  The  ex- 
panding demand,  on  the  other  hand,  could  be  met  by  expansion  of  X, 
which  would  provide  foreign  exchange  to  pay  for  imports.  So  an 
expansion  of  M  must  be  accompanied  by  an  expansion  of  either  A  or 
X,  or  by  import  substitution  if  it  is  to  continue.  Similarly, 
an  expansion  of  A  must  be  accompanied  by  an  expansion  of  either 
M  or  X,  or  by  import  substitution.  It  is  only  X  which  can  expand 
continuously  by  itself  without  being  checked  by  a  failure  of  either 
A  or  M  to  expend;  for  the  demand  generated  by  an  expansion  of  ex- 
ports can  be  met  by  imports,  for  which  the  exports  provide  the 
foreign  exchange. 3" 

It  is  true  in  a  formal  sense  that  manufacturing  sector  can 
expand  without  the  accompanying  development  of  agriculture  if  the 
expanded  output  of  industrial  products  can  pay  for  the  import  of 
agricultural  products,  and  vice  versa.  It  is  also  formally  true  that 
the  export  sector  can  expand  without  the  concomitant  development  of  the 
agricultural  and  manufacturing  sectors.  We  have,  however,  already 
seen  some  of  the  difficulties  involved  in  an  attempt  to  develop  indus- 
tries only.  It  will  be  extremely  difficult  for  an  underdeveloped 

^Op.  clt.,  p.  276.       30Ibid.t  pp.  277-78. 
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country  to  compete  so  successfully  with  industrially  advanced  countries 
in  the  world  market  that  she  can  pay  her  huge  import  of  primary 
goods  with  her  export  of  industrial  goods  alone.  The  exclusive 
development  of  agriculture  has  its  own  problems:  the  degrading  terms 
of  trade,  risk  involved  in  concentrating  on  primary  production,  the 
socio-cultural-economic  backwardness  of  an  entirely  agricultural 
country,  etc.  These  problems  involved  in  an  exclusive  development  of 
agriculture  suggest  that  a  rapid  economic  development  is  not  likely  to 
be  achieved  by  the  development  of  the  agricultural  sector  alone. 

It  is  true  that  the  expansion  of  the  export  sector  can  take 
place  without  the  expansion  of  the  agricultural  or  the  manufacturing 
sector  because  the  export  proceeds  can  pay  for  the  import  requirement. 
The  scope  of  the  export  sector  in  the  absence  of  the  expansion  of 
other  sectors,  however,  is  likely  to  be  quite  limited.   Increased 
substitution  of  domestic  products  for  foreign  products  might  expand 
the  foreign  trade  sector.  But  in  the  absence  of  increased  domestic 
production  the  increase  in  such  substitution  will  be  quite  small. 
Poor  people  do  not  have  much  to  offer  for  trade.  The  increase  of 
import- reexport  trade  offers  more  possibility  of  expansion  on  its  own. 
Re-export,  however,  is  not  an  avenue  of  expansion  open  to  any  country; 
as  much  depends  on  geographic  and  other  factors. 

It  has  been  pointed  out  in  the  preceding  pages  that  for  rapid 
economic  development  most  underdeveloped  countries  have  to  develop 
not  the  industrial,  agricultural,  or  export  sector  alone,  but  all  three 
of  these  sectors.  Another  quotation  from  W.  A.  Lewis  will  serve  as  a 
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suitable  conclusion  for  this  section  in  which  the  need  of  balance 

among  sectors  was  expounded: 

In  development  programmes  all  sectors  of  the  economy  should 
grow  simultaneously,  so  as  to  keep  a  proper  balance  between 
industry  and  agriculture,  and  between  production  for  home  con- 
sumption and  production  for  export.  Though  this  is  rather  an 
obvious  conclusion,  it  conforms  neither  to  current  practice  nor 
to  current  recommendation.  There  is,  for  example,  a  whole 
school  of  'liberal'  economists  in  the  industrial  countries  who 
urge  upon  the  agricultural  countries,  usually  in  lofty  moral 
tones,  that  they  should  concentre te  upon  agriculture,  and  do 
nothing  to  advance  their  industry.  The  same  school  also  extols 
the  virtues  of  exporting,  and  is  horrified  by  programmes  which 
might  have  the  effect  of  reducing  dependence  on  foreign  trade. 
The  follies  of  this  school  have  their  match  in  Marxist  and 
nationalist  dogmas,  according  to  which  the  road  to  economic 
progress  lies  through  concentrating  upon  industrialization.  In 
the  heat  of  passions  aroused  by  those  controversies  it  seems 
almost  cowardly  to  take  the  line  that  the  truth  is  that  all 
sectors  should  be  expanded  simultaneously,  but  the  logic  of  this 
proposition  is  as  unassailable  as  its  simplicity.  31 


^Lewis,  The  Theory  of  Economic  Growth,  op.  cit.,  p.  283. 


CHAPTER  VI 

CONSIDERATION  OF  PROBLEMS  NEGLECTED  IN 
THE  NURKSIAN  ANALYSIS  —  CONTINUED 

By  emancipating  ourselves  from  the  narrow  confine  of  the 
Nurksian  demand  analysis,  Chapter  V  examined  the  importance  of  ex- 
ternal economies  as  one  of  the  main  barriers  to  capital  formation  in 
underdeveloped  countries.  Extending  the  Nurksian  logic  of  horizontal 
balance,  it  was  suggested  that  the  solution  to  the  difficulty  of 
deficient  external  economies  was  vertical  balanced  development. 
Because  demand  and  supply  are  interrelated  and  horizontal  and 
vertical  balances  are  interweaved,  the  solution  to  overcome  both 
demand  deficiency  and  the  lack  of  external  economies  was  suggested 
to  be  the  horizontal  and  vertical  balanced  development,  i.e.,  the 
development  of  various  stages  of  production  at  various  branches  of  an 
economy. 

In  addition  to  the  lack  of  external  economies,  however,  there  is, 
on  the  supply  side,  another  important  factor  slowing  down  the  rate  of 
capital  formation.  It  is  the  lack  of  capital  and  resources.  In  postu- 
lating a  theory  pertaining  to  capital  formation  one  cannot  help  but 
examine  the  availability  of  capital  and  resources  and  the  implication  of 
this  information  on  capital  formation.  We  will  first  examine  the  availa- 
bility of  capital  and  resources.  The  examination  of  the  implication 
of  capital  supply  and  resource  endowment  for  balanced  development 
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vill  follow  afterwards. 

The  Significance  of  Capital  Supply 
and  Resource  Endowment 

The  process  of  capital  formation  is  interacting  and  cumu- 
lative. It  is  often  said  that  money  makes  money.  Just  in  the  same 
sense,  it  might  be  said  that  it  is  capital  that  makes  capital.  The 
ability  to  accumulate  capital  is,  to  a  great  extent,  limited  by  the 
amount  of  capital  which  the  society  has  already  created.  Capital 
formation  increases  productivity  and  output,  which  in  turn  increase 
the  ability  to  save  and  make  possible  further  capital  formation. 

In  underdeveloped  countries  capital  is  scarce.  This  is 
nothing  but  an  analogy  on  the  supply  side  of  Nurkse's  statement  that 
the  domestic  market  of  an  underdeveloped  country  is  narrow  due  to  the 
low  levels  of  productivity  and  income.  In  underdeveloped  countries, 
average  productivity  and  income  are  low,  and  therefore  consumption  at 
a  biologically  and  socially  irreducible  minimum  absorbs  all  but  a 
small  fraction  of  total  output  and  income.  The  difference  between 
total  production  and  consumption,  i.e.,  saving,  is  too  small  to  permit 
a  rate  of  capital  formation  sufficient  to  produce  an  increase  in 
production  over  and  above  the  rate  of  population  growth.   "On  the 
supply  side  of  the  problem  of  capital  formation  the  vicious  circle  of 
poverty  runs  from  (a)  the  low  income  level  to  (b)  the  small  capacity 
to  save,  hence  to  (c)  a  lack  of  capital,  leading  to  (d)  low 


Adler,  op.  cit.,  pp.  584-85;  Mandelbaum,  op.  elt.,  p.  7. 
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productivity  and  so  bn.ck  to  a  low  real  income  per  head."2 

Hot  only  is  the  amount  of  earing  small,  but  to  aggravate  the 
difffculty  of  capital  shortage,  the  small  amount  of  saving  is  not 
channeled  effectively  to  productive  investment.  A  considerable  part 
of  savings  tends  to  be  spent  for  prodigal  consumption,  real  estate 
speculation,  capital  flights,  or  inventory  accumulation  rather  than 
for  long-term  industrial  investments  or  social  overhead  facilities. 3 
These  tendencies  are  reinforced  by  such  prevailing  factors  as  politi- 
cal instability,  inflationary  pressures,  the  lack  of  adequate  fi- 
nancial institutions  and  the  value  systems  which  favor  the  construction 
of  ornate  temples,  shrines,  monuments,  etc.^  From  the  standpoint  of 
economic  development  capital  formation  requires  not  only  an  excess 
of  production  over  consumption,  but  also  the  investment  of  these 
savings  into  productive  capital  goods  and  overhead  facilities.  But 
because  of  the  small  amount  of  saving  and  its  ineffective  channeling, 
there  is  a  severe  shortage  of  such  productive  investment.  The  lack 
of  such  productive  capital  formation,  in  turn,  is  reflected  in  the 
shortage  of  capital  which  tends  to  preclude  any  growth  of  the  economy. 
The  following  passage  by  W.  Arthur  Lewis  emphasizes  the  strategic 

%urkse,  op.  cit.f  p.  57. 

^Eanry  G.  Aubrey,  op.  cit.,  p.  426;  Gerald  24.  Meier  and 
Robert  E.  Baldwin,  Economic  Development:  Theory,  History,  Policy 
(New  York:  John  Wiley  &  Sens,  Inc.,  1957),  pp.  307-306;  I.  B.  I.  D., 
Report  on  Cuba  (Washington:  Johns  Hopkins  Press,  19?l),  p.  516. 

%eier  and  Baldwin,  op.  cit.,  pp.  306-307;  E.  M.  Bernstein 
and  I.  G.  Patel,  "Inflation  in  Relation  to  Economic  Development," 
I.  N.  F.  Staff  Papers,  November  1952,  p.  367. 
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role  of  capital  in  the  process  of  economic  development. 

The  central  problem  in  the  theory  of  economic  development  is 
to  understand  the  process  "by  which  a  community  which  was  previ- 
ously saving  and  investing  four  or  five  per  cent  of  its  national 
income  or  less,  converts  itself  into  an  economy  where  voluntary 
saving  is  running  at  about  twelve  to  fifteen  per  cent  of  national 
income  or  more.  This  is  the  central  problem  because  the  central 
fact  of  economic  development  is  rapid  capital  accumulation. 5 

The  significance  of  saving  and  capital  supply  must  be  under- 
stood in  view  of  the  urgency  of  economic  development.  Even  in  the 
face  of  many  difficulties  some  capital  formation  will  always  take 
place.  However,  mere  increase  in  the  absolute  amount  of  capital 
formation  and  in  total  output  is  not  sufficient.  Despite  the  increase 
in  the  absolute  amount,  capital  formation  might  be  getting  more 
deficient  in  view  of  the  rapidly  increasing  population.  Slow  increase 
in  capital  formation  and  economic  development  might  even  mean  actual 
decrease  in  per  capita  national  income.  According  to  a  United  Nations 
calculation,  estimated  savings  rates  in  underdeveloped  countries  in 
19^9  are  said  to  have  ranged,  when  calculated  for  large  areas, 
between  3  and  6  per  cent  of  national  income  in  Asia  (exclusive  of 
Japan  and  Africa).   Annual  rates  of  population  growth  for  1951-55  are 

estimated  to  be  1.7  to  1.9  and  2  per  cent,  respectively  for  Southeast 

7 
and  East  Asia  and  Africa.   Assuming  the  capital-output  ratio  of  2.5, 

a  population  increase  of  2  per  cent  per  year  requires  an  annual  net 

5 "Economic  Development  with  Unlimited  Supply  of  Labor,"  The 
Manchester  School  of  Economic  and  Social  Studies,  May  1951*-,  p.  155. 

"United  Nations,  Measures  for  the  Economic  Development  of 
Underdeveloped  Countries  (New  York:  1951),  p.  76.       °*~ 

'United  Nations,  Demographic  Yearbook,  19 56,  p.  2. 
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investment  of  5  per  cent.°  Because  it  is  not  likely  that  all  the 
savings  vill  be  channeled  to  productive  capital  formation,  the 
savings  rate  of  5  or  6  per  cent  will  not  be  enough  even  to  maintain 
the  national  income  per  capita. 

Moreover  the  process  of  capital  formation  and  economic 
development  requires  various  qualities  of  human  capacity  and  training 
such  as  entrepreneurs,  managers,  engineers,  technicians,  foremen, 
and  skilled  labourers.  But  the  absence  of  these  qualities  of  human 
skills  and  enterprise  is  one  of  the  very  conspicuous  symptoms  of 
underdevelopment.  The  roots  of  this  absence  of  important  human 
resources  lie  deep  in  the  agrarian  structure  of  backward  economies j 
the  value  systems  and  social  attitudes  which  are  deterrent  to  the 
growth  of  industry  and  business  are  as  important  as  the  lack  of  general 
and  technical  education.  An  entrepreneur's  task  requires  talent:  he 
must  define  the  nature  of  the  product;  find  and  adapt  the  most  suita- 
ble known  technique;  assess  the  availability  of  various  inputs,  and 
the  scope  of  the  market;  and  finance  the  enterprise  and  establish  a 
proper  organization  to  carry  out  the  business  proposition.  But  in  an 
underdeveloped  country  to  be  a  merchant  or  an  industrialist  seeking 
pecuniary  gains  is  usually  not  very  respectable.  Accordingly,  a 
talented  youth  who  would  otherwise  have  entered  the  world  of  business 
rather  prefers  to  be  a  government  official,  scholar,  writer,  etc. 

°The  capital-output  ratio  of  around  2.5  is  suggested  by 
K.  Martin.  See  his  "Capital-output  Ratios  in  Economic  Development," 
Economic  Development  and  Cultural  Change,  October  1957,  pp.  2^-31. 


110 


The  social  attitudes  and  value  systems  which  discourage  the  growth 
of  an  entrepreneurial  class  also  tend  to  deter  the  growth  of  managers, 
engineers,  technicians  and  skilled  labourers.  The  lack  of,  or  the 
shortage  of  higher  educational  facilities  and  technical  education 
directly  affects  the  supply  of  entrepreneurs,  managers,  engineers,  and 
technicians.  The  lack  of  business  education  and  industrial  experience 
frequently  produces  entrepreneurs  and  managers  for  whom  such  basic 
techniques  of  business  administration  as  scientific  management, 
personnel  management  and  cost  accounting  are  practically  unknown.  It 
is  because  of  this  that  Henry  G.  Aubrey  can  say:  "Differences  in 
productivity  can  be  traced  to  the  quality  of  administration,  initi- 
ative, and  leadership  in  many  fields,  Including  marketing."9  The 
lack  of  general  education  is  an  important  factor  contributing  to  the 
shortage  of  skilled  labourers,  foremen,  and  technicians.  "Illiterates 
cannot  receive  written  instructions,  select  repair  parts,  maintain 
material  control,  or  attend  advanced  in-training  classes."    Dislike 
of  manual  labour  among  the  educated  is  also  a  handicap  for  the 
development  of  many  skills. 

In  most  underdeveloped  countries,  even  where  common  unskilled 
labour  is  plentiful  and  willing  to  join  the  labour  market,  there 
exists  the  lack  of  various  grades  of  skills  and  enterprise.  The  lack 
of  these  human  resources  is  a  deterrent  to  capital  formation  and 
economic  development.  Professor  Kuznets  fully  recognizes  the  im- 
portance of  these  human  resources  and  the  knowledge  accumulated  in 


90p.  cit..  pp.  1*3^-35.     10Ibid.,  p.  kjk. 
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them  when  he  says  "the  major  capital  stock  of  an  industrially  ad- 
vanced country  is  not  its  physical  equipment;  it  is  the  body  of 
knowledge  amassed  from  tested  findings  and  the  capacity  and  training 
of  the  population  to  use  this  knowledge  effectively." 

How  important  is  the  endowment  of  natural  resources  in  the 
process  of  economic  development?  On  this  question,  there  exist  a 
variety  of  opinions.  Some  regard  the  physical  resources  as  a  rather 

unimportant  factor  in  economic  development.  According  to  Kuznets  or 

12 
Kindleberger,   every  country  has  some  natural  resources,  and  factors 

that  induce  capital  formation  as  a  basis  for  economic  growth  are  un- 
likely to  be  inhibited  by  an  absolute  lack  of  natural  resources. 
Most  others,  however,  regard  resource  endowment  as  a  factor  of  central 
importance.  Thus,  Joseph  L.  Fisher  writes:  "certainly,  few  regions 
or  nations  have  yet  achieved  substantial  economic  development  without 
access  to,  or  control  over,  relatively  large  and  cheap  supplies  of 
raw  materials."  J    And  Huntington,  having  in  mind  that  most  temperate 

countries  are  developed  and  most  tropical  ones  not,  also  believes 

Ik 
that  resources  --  at  least  in  the  climatic  aspect  —  are  crucial. 

•Quoted  in  the  United  Nations'  Processes  and  Problems  of 
Industrialization  in  Underdeveloped  Countries,  op.  cit.,  p.  5» 

^Kuznets  "Towards  a  Theory  of  Economic  Growth,"  in  National 
Policy  for  Economic  Welfare  at  Home  and  Abroad,  edited  by  Robert 
LeKachman  (Garden  City,  New  York:  Doubleday  &  Company  Inc.,  1955)* 
p.  36}  Kindleberger,  op.  cit.,  pp.  21-7. 

•"'The  Role  of  Natural  Resources,"  in  Economic  Development: 
Principles  and  Patterns,  edited  by  H,  F.  Williamson  and  J.  A. 
Buttrick  (New  York:  Prentice-Hall,  Inc.,  195*0,  p.  22. 

•'•^E.  Huntington,  Civilization  and  Climate  (New  Haven:  Yale 
University  Press,  1924),  3rd  ed. 
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Much  of  the  disagreement  Is  more  apparent  than  real.  Kuznets 
and  Kindleberger  can  slight  the  role  of  natural  resources  because  they 
are  talking  about  the  absolute  amount  vithin  the  "boundary  of  a 
country  (which  can  be  supplemented  by  trade).  Natural  resources 
become  crucial  to  Fisher,  because  he  is  thinking  in  terms  of  access 
to  them,  i.e.,  not  only  the  absolute  amount  at  home  but  also  the 
possibility  of  supplementing  them  through  trade.  It  is  true  that  the 
possession  of  a  raw  materials  base  is  not  a  necessary  nor  a  sufficient 
condition  of  economic  development.  Some  of  the  examples  vhich  suggest 
that  it  is  not  a  necessary  condition  are  "New  England  with  no  domestic 
supplies  of  energy,  no  steel  industry,  no  mines;  Britain  with  no  oil 
or  nonferrous  metals,  Switzerland  with  only  hydroelectric  power; 
Japan  with  inadequate  coal  and  few  raw  materials;  New  Zealand  with  no 
industrial  raw  materials  to  speak  of."  '  That  the  possession  of 
natural  resources  is  not  a  sufficient  condition  of  development  is 
suggested  by  the  fact  that  in  underdeveloped  countries  even  the  known 
resources  are  not  as  fully  exploited  as  in  developed  countries,  and 

that  there  are  countries  which  are  rich  in  resources  such  as  Brazil 

16 
and  Venezuela  but  are  still  underdeveloped.    Some  more  examples  of 

this  latter  category  are  Iran,  Iraq.,  Saudi  Arabia,  and  Kuwait  with 

oil;  Liberia,  Labrador,  and  Spain  with  iron  ore;  Chile,  the  Belgian 

17 
Congo,  and  Rhodesia  with  copper.  ' 


^Kindleberger,  op.  cit.,  p.  22. 
^Kuznets,  op.  cit.,  p.  101. 
17Kindleberger,  op.  cit.,  p.  22. 
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The  argument  in  the  preceding  paragraph,  however,  does  not 
negate  the  proposition  that  a  substantial  economic  development  is 
not  likely  to  be  achieved  without  access  to  relatively  large  and 
cheap  supplies  of  raw  materials.  None  of  Kindleberger * s  many  examples 
of  the  successful  countries  is  contrary  to  this:  they  lacked  some 
important  resources  at  home,  but  they  had  access   to  relatively 
cheap  supplies  of  raw  materials.  Though  the  absence  of  energy  or 
any  other  particular  resource  need  not  fatally  reduce  a  country's 
opportunity  for  development,  it  is  evident  that  the  possession  of, 
or  access  to  a  factor,  when  other  complementary  inputs  are  available, 
will  greatly  accelerate  the  rate  of  growth. 

The  Implication  of  Capital  Supply  and  Resource 
Endowment  on  Balanced  Development 

The  consideration  of  the  narrow  market  and  the  lack  of  ex- 
ternal economies  suggested  the  development  of  various  branches  of 
an  economy  at  various  stages  of  production.  But  the  consideration  of 
the  third  difficulty  confronting  capital  formation  in  underdeveloped 
countries,  i.e.,  the  lack  of  capital  and  resources,  seems  to  suggest 
that  such  an  over -all  development  will  be  impossible.  The  scarcity 
of  capital  and  resources  simply  prohibits  any  such  ambitious  program 
of  development.  Indeed,  one  of  the  most  serious  attacks  on  Nurkse's 
thesis  of  horizontal  balance  was  directed  toward  its  implicit  as- 
sumption  of  fairly  elastic  supply  of  capital  and  other  resources. ° 

l^Marcus  Fleming,  op.  eit.,  pp.  252-^ki   C.  P.  Kindleberger, 
pp.  cit.,  p.  Vyki   John  Sheahan,  op.  cit.,  pp.  191  and  196;  H.  W.  Singer, 
"Economic  Progress  in  Underdeveloped  Countries,"  Social  Research, 
March  19^9,  PP.  7-8. 
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Unless  we  can  safely  assume  away  any  inelasticity  in  the  supply  of 
capital  and  other  resources,  a  simultaneous  growth  of  various  consumer- 
goods  industries  might  simply  turn  out  to  be  beyond  all  dreams  of  real- 
ization because  of  the  magnitude  of  resource  requirements  involved. 
The  same  criticism  applies  even  more  strongly  to  the  solution  of 
horizontal  and  vertical  balanced  development.  The  implications  of  the 
scarcity  of  capital  and  resources  on  capital  formation,  therefore, 
deserve  a  careful  evaluation. 

In  criticizing  the  Nurksian  thesis  of  horizontal  balance,  Marcus 
Fleming  made  an  extensive  consideration  of  the  effect  of  the  scarcity 

of  capital  on  the  simultaneous  growth  of  a  number  of  consumer-goods 

19 
industries.  '  His  analysis  applies  with  minor  modification  to  our 

implied  solution  of  horizontal  and  vertical  balance,  and  will  therefore 
be  heavily  relied  on  in  the  following  discussions  of  the  problem. 

A  study  of  two  hypothetical  cases  of  opposing  extremes  might 
serve  to  clarify  the  problem.  To  simplify  the  problem,  assume  for 
the  present  that  capital  is  the  only  input  required.  An  elastic 
supply  of  capital  would  undoubtedly  facilitate  a  synchronized  develop- 
ment of  various  industries  and  other  branches  of  an  economy.  If 
capital  were  in  infinitely  elastic  supply,  so  that  additional  capital 
requirements  in  any  industry  or  branch  of  the  economy  had  no  effect 
on  the  cost  or  availability  of  capital  for  the  others,  then  any  ex- 
pansion in  industry  A  ~  through  its  income  and  external  economies 
effect  —  would  be  fairly  certain  to  contribute  to  an  expansion  of 


■^Marcus  Fleming,  op.  cit. 
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20 
other  industries  and  of  the  external  economies  associated  therevith. 

Here  a  simultaneous  development  of  various  industries  and  other 
branches  of  the  economy  will  not  only  be  feasible  but  also  greatly 
enhance  the  profitability  of  each  other's  undertaking.  Each  and 
every  one  of  them  vill  contribute  to  the  widening  of  the  domestic 
market  and  to  the  extension  of  the  various  forms  of  external  econo- 
mies. 

Fleming  points  out  that,  even  if  capital  were  in  perfectly 

elastic  supply,  a  distinction  must  be  drawn  between  capital  obtained 

21 
from  foreign  and  from  domestic  sources,  respectively.    When  develop- 
ment is  financed  by  foreign  capital,  interest  or  dividend  must  be 
paid  to  foreigners.  In  order  to  transfer  these  sums,  the  developing 
economy  must  generate  an  export  surplus  partly  by  reducing  imports 
and  partly  by  increasing  exports.  So  long  as  the  opportunities  for 
the  economies  of  scale  are  much  the  same  in  home-market  Industries 
and  export  industries,  no  important  question  arises.  If,  on  the 
other  hand,  no  economies  of  scale  are  possible  or  diseconomies  of 
scale  exist  in  export  industries,  the  gain  resulting  from  the  develop- 
mental program  financed  by  foreign  capital  will  be  smaller  compared 

22 
to  the  one  financed  by  domestic  capital.    If  the  transfer  payments 

of  interest  and  dividend  are  so  large  that  diseconomies  resulting 


^Ibid.,  p.  252.  ^Ibid.,  pp.  252-53. 

Fleming  thinks  that  the  opportunities  for  economies  of 
scale  might  be  less  in  export  Industries  because  these  are  the  ones 
which  have  already  been  exploited  extensively.  (Ibid.,  pp.  25U-55.) 
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from  the  expansion  of  export  industries  exceeds  the  economies  re- 
sulting from  home-market  industries,  then  "even  a  perfectly  elastic 
supply  of  capital  is  not  sufficient  ...  to  ensure  that  investment 
in  different  home-market  industries  will  tend  to  render  each  other 

more  profitable."  J 

An  inelastic  supply  of  capital  vould  be  an  obvious  barrier 

to  an  attempt  for  a  synchronized  development  of  various  industries 
and  other  branches  of  an  underdeveloped  economy.  If  the  supply  of 
capital  were  absolutely  inelastic,  any  expansion  in  industry  A  would 
undoubtedly  increase  the  cost  of,  and  reduce  the  availability  of 
capital  to  the  other  users.  The  higher  cost  and  the  reduced  availa- 
bility of  capital  might  more  than  offset  the  economies  resulting  from 
the  expanded  market  and  increased  external  economies  in  supply.  Thus, 
the  expansion  of  other  industries  and  branches  of  the  economy  vould 
be  discouraged.  Furthermore,  if  the  supply  of  capital  is  fixed  at 
a  lower  level,  a  simultaneous  development  of  many  industries  and 
branches  of  an  economy  becomes  a  sheer  impossibility]  capital  is  too 
scarce  to  undertake  such  a  development. 

How  elastic,  in  fact,  is  the  supply  of  capital  in  the  process 
of  economic  development  of  underdeveloped  countries?  Increase  in 
real  income  associated  with  the  expansion  or  creation  of  industry  A 
would  tend  to  raise  the  domestic  supply  of  saving  and  gradually  and 
cumulatively  the  domestic  supply  of  capital.  Thus,  in  the  long  run, 


Fleming,  "Rejoinder  to  Professor  Nurkse,"  The  Economic 
Journal,  September  1956,  p.  538. 
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the  expansion  of  industry  A  might  "bring  forth  an  additional  supply  of 
capital  large  enough  to  meet  its  own  requirement  and  leave  some  over 
for  the  others.  Development  of  financial  institutions  to  channel 
saving  into  investment,  and  monetary  and  fiscal  policies  encouraging 
saving  and  investment  will  also  tend  to  increase  the  supply  of  capital 
in  the  long  run.  Within  the  sort  of  time  period  which  is  relevant  for 
the  simultaneous  development,  however,  capital  investment  in  A  is 
likely  to  he  at  the  expense  of  capital  investment  in  other  parts  of 
the  economy."  It  is  because  of  this  that  we  find  the  lack  of  capital 
as  one  of  the  important  factors  deterring  capital  formation  in  under- 
developed countries. 

If  capital  is  available  from  abroad  in  highly  elastic  supply, 
the  shortage  of  the  domestic  supply  of  capital  will  be  alleviated 
considerably.  Fleming  refuses  to  generalize  about  the  elasticity  of 
supply  of  capital  from  ahroad: 

In  certain  cases  the  supply  curve  may  even  be  downward 
sloping,  as  when  the  fact  that  some  foreign  capital  is  willing  to 
venture  into  an  underdeveloped  country  encourages  additional 
supplies  at  even  lower  Interest  rates  and  lower  profit  expec- 
tations. Or  the  curve  may  be  highly  elastic  for  moderate  amounts 
and  inelastic  for  large  amounts  (if  the  capital  is  drawn  from 
somewhat  restricted  circles  of  investors  abroad).  Or  it  may  be 
elastic  for  some  industries  and  inelastic  for  others.  (Frequently 
the  industries  for  which  foreign  capital  supply  is  inelastic  will 
be  precisely  the  home-market  industries  where  the  economies  of 
scale  are  most  to  be  expected.)  Or  In  the  case  of  countries  having 
forfeited  the  confidence  of  investors,  the  supply  of  foreign 
capital  may  be  highly  inelastic  all  round.2' 

Fleming,  "External  Economies  and  the  Doctrine  of  Balanced 
Growth,"  op.  cit.,  p.  253. 

25lbid. 
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Fleming's  "belief  in  generally  inelastic  supply  of  foreign 
capital,  however,  is  revealed  "by  the  fact  that  the  above  quotation 
is  directly  followed  by  a  paragraph  which  starts  with  the  sentence, 

"Inelasticity  in  the  supply  of  capital  from  abroad  tends  to  render 

26 
the  doctrine  of  balanced  growth  not  so  much  invalid  as  inapplicable." 

Aside  from  legal,  cultural,  and  political  obstacles,  Nurkse 
himself  gives  two  moBtly  economic  reasons  why  the  hopes  that  have  been 
placed  on  direct  business  investment  for  the  financing  of  economic 
development  in  underdeveloped  countries  are  exposed  to  disappointment: 
"First,  there  is  little  or  no  incentive  for  private  business  capital 
to  go  to  work  for  the  expansion  of  the  domestic  economies  of  low- 
income  countries.  Secondly,  even  for  the  expansion  of  raw-material 
supplies  for  export,  private  business  funds  will  not  want  to  move  out 

in  any  steady  or  sizable  flow  unless  there  is  confident  expectation 

27 
of  a  steady  and  sizable  expansion  of  demand  for  such  commodities." 

In  recent  days,  inter-governmental  grants  and  loans  have 
been  an  important  source  of  the  supply  of  foreign  capital  in  under- 
developed countries.  Such  grants  and  loans  from  advanced  countries, 
provided  that  it  can  be  used  for  economic  purposes,  will  undoubtedly 
ease  the  shortage  of  capital  supply,  and  help  the  developmental 
efforts  of  the  recipient-nations.  Inter -governmental  grants  or  loans, 
however,  are  mainly  matters  of  political  and  military  considerations. 
They  are  often  deliberate  instruments  of  foreign  policy.  Such  transfers 
as  may  occur  will  inevitably  be  based,  to  an  important  extent,  on  the 

26Ibid.,  p.  23k.  ^Nurkse,  op.  cit.t  p.  88. 
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PR 
shifting  grounds  of  political  expediency.    A  more  fundamental  diffi- 
culty involved  in  grants  or  loans  as  the  source  of  capital  is  that 
they  have  not  and  are  not  likely  in  the  foreseeable  future  to  flow  in 
such  a  volume  as  to  finance  a  major  part  of  the  developmental  efforts 
in  underdeveloped  countries. 

If  the  domestic  supply  of  capital  is  rather  inelastic  at 
least  vithin  the  time  period  of  our  concern,  and  the  capital  supply 
from  abroad  is  rather  unreliable,  the  shortage  of  capital  vill  almost 
prohibit  a  simultaneous  development  of  various  branches  of  an  under- 
developed economy.  Not  only  the  absolute  amount  of  the  capital 
available  is  far  smaller  than  the  capital  requirement  for  the  hori- 
zontal and  vertical  development,  but  also  the  rise  of  the  cost  of 
capital  will  discourage  the  synchronized  development  of  various 
branches  of  the  economy. 

A  detailed  separate  treatment  of  the  implication  of  the  scarci- 
ty of  human  and  natural  resources  on  the  over-all  development  of  various 
branches  of  an  economy  will  not  be  necessary  because  the  effect  will  be 
much  the  same  as  that  of  the  scarcity  of  capital  we  have  just  examined. 
Let  us  again  assume  for  the  sake  of  simplification  that  the  only  input 
required  is  human  and  natural  resources.  If  all  the  variety  of  human 
and  natural  resource  required  for  economic  development  were  in  infi- 
nitely elastic  supply,  it  would  surely  promote  an  over -all  approach. 
Development  of  an  industry,  for  example,  would  not  only  expand  the 
domestic  market  through  its  income  effect,  but  also  reduce  the  cost 


28Ibid.,  pp.  80-81. 


of  production  for  other  Industries  because  the  creation  of  industry 
increases  the  external  economies  vhile  not  increasing  the  supply  price 
of  resources.  On  the  other  hand,  If  the  supply  of  resources  were 
completely  inelastic,  the  advantage  of  expanded  demand  due  to  the 
creation  of  an  industry  might  be  more  than  offset  by  the  disadvantage 
of  increased  supply  prices  of  resources.  Thus,  more  or  less  simul- 
taneous development  of  various  branches  of  an  economy  is  an  impossi- 
bility if  the  supply  of  resources  is  completely  inelastic. 

As  we  have  already  seen,  the  important  elements  of  human 
resources  such  as  entrepreneurs,  managers,  engineers,  technicians, 
skilled  labourers,  etc.  are  rather  scarce  in  underdeveloped  countries. 
The  extension  of  general  and  technical  education  and  the  creation  of 
more  favorable  value  systems  and  social  attitudes  towards  material 
gains  and  manual  labour  which  might  accompany  socio-economic  develop- 
ment will  in  the  long  run  esse  the  shortage  of  those  human  resources. 
Development  of  an  industry  will,  thus,  contribute  to  the  increase  of 
skills  and  technique  in  the  long  run.  But  here  too,  in  the  time  period 
of  our  immediate  consideration,  a  horizontal  and  vertical  development 
of  various  branches  of  an  economy  is  likely  to  be  hindered  due  to  the 
shortage  of  essential  human  resources. 

It  was  shown  earlier  that  the  absolute  level  of  the  potenti- 
ality of  the  economic  development  of  a  nation  is  influenced  greatly 
by  its  endowment  of  natural  resources.  More  important  than  the 
relationship  between  the  absolute  level  of  development  and  resource 
endowment  is,  however,  the  relationship  between  the  direction  of  the 


121 


development  and  Che  endowment  of  resources.  No  country  is  richly 
endowed  with  all  kinds  of  natural  resources,  and  no  country  is 
completely  deprived  of  all  kinds  of  resources.  Moreover,  no  two 
countries  are  exactly  alike  with  respect  to  their  resource  en- 
dowments. Thus  what  is  especially  important  with  respect  to  the 
endowment  of  natural  resources  are  the  kinds,  qualities  and  quantities 
of  resources  which  are  accessible  to  a  country.  The  most  important 
significance  of  these  differences  in  the  endowment  of  natural  re- 
sources is  their  influence  on  the  direction  of  the  development  of 
various  regions  and  countries. 

Balanced  Development  ftfl  a  Relative  Concept: 

The  Implication  of  Capital  Supply  and 

Resource  Endowment  --  Continued 

To  recapitulate,  our  earlier  analysis  of  the  difficulties 
lying  in  the  path  of  capital  formation  in  underdeveloped  countries 
suggested  that  the  three  main  economic  obstacles  deterring  capital 
formation  were  (1)  the  lack  of  sufficient  market,  (2)  the  lack  of 
external  economies,  and  (3)  the  lack  of  capital  and  other  resources. 
The  search  for  a  solution  to  overcome  the  first  two  difficulties  seems 
to  suggest  a  more  or  less  synchronized  development  of  various  indus- 
tries and  other  branches  of  the  economy  —  a  horizontal  and  vertical 
balanced  development*  But  the  consideration  of  the  third  difficulty 
indicates  that  such  an  attempt  to  develop  the  economy  on  many  fronts 
is  almost  beyond  the  reach  of  an  underdeveloped  economy's  resources. 
Does  this  mean  that,  in  view  of  the  limitation  of  capital  supply  and 
resource  endowment,  the  Nurksian  doctrine  of  horizontal  balance  as 
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veil  as  its  logical  extension,  the  horizontal  and  vertical  develop- 
ment thesis,  must  be  discarded  completely?  Are  underdeveloped 
countries  really  caught  in  an  underdevelopment  equilibrium  trap  from 
which  there  is  no  escape? 

Fortunately,  one  does  not  have  to  answer  the  above  questions 
affirmatively.  What  the  limitation  of  capital  supply  and  resource 
endowment  suggests  is  not  the  complete  abandonment  of  the  concept  of 
horizontal  and  vertical  balanced  development,  but  rather  the  need  for 
each  underdeveloped  country  to  consider  its  own  capital  supply  and 
resource  endowment  in  formulating  its  balanced  development  program. 
In  view  of  the  strategic  role  of  capital  supply  and  resource  en- 
dowment, it  is  obvious  that  the  scale  and  the  content  of  the  balanced 
development  programs  of  individual  countries  must  be  determined 
according  to  their  capital  supplies  and  resource  endowments  as  well 
as  to  their  demand  conditions.  Thus,  the  concept  of  balanced  develop- 
ment must  be  interpreted  as  a  relative  concept  —  relative  to  the 
demand  and  supply  conditions  of  individual  countries.  Only  if  the 
concept  of  balance  is  presented  as  a  relative  concept  —  which  is  to 
be  interpreted  with  explicit  reference  to  the  demand  and  supply 
conditions  confronting  an  economy  —  can  Nurkse's  valuable  insight 
into  the  problem  of  the  narrow  domestic  market  and  his  ambitious 
solution  of  horizontal  balance  be  saved  despite  the  limitation  of 
resources  and  capital  supply.  Only  if  the  concept  of  balance  is 
defined  as  a  relative  concept,  the  idea  of  vertical  balance  based 
on  the  analysis  of  external  economies  could  be  salvaged  despite  the 
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difficulty  caused  by  the  limited  resource  and  capital  supply. 

It  is  easy  to  see  that  the  concept  of  balance  is  not  an 
absolute,  but  a  relative  one.  A  thing  can  be  either  balanced  or 
unbalanced,  depending  on  the  terms  of  reference.  For  example,  a 
balanced  diet  for  a  growing  child  will  not  be  the  same  as  a  balanced 
diet  for  an  old  man.  A  balanced  training  for  an  economist  will  be 
quite  different  from  a  balanced  training  for  a  mathematician.  Then, 
it  is  clear  that  the  concept  of  balance  can  be  defined  adequately 
only  if  we  know  to  what  the  term  refers. 

We  are  here  concerned  with  balance  in  capital  formation  and 
economic  development.  We  are  looking  for  a  solution  to  overcome  the 
difficulties  deterring  capital  formation  in  underdeveloped  countries 
in  the  belief  that  capital  formation  is  an  important  element  in  pro- 
moting economic  development.  To  understand  the  process  of  capital 
formation,  not  only  the  demand  side  but  also  the  supply  side  of  the 
problem  must  be  fully  taken  into  consideration.   It  follows  from  the 
importance  of  both  demand  and  supply  in  capital  formation  that  the 
balanced  development  of  a  country  must  be  defined  with  specific 
reference  to  (1)  its  demand  conditions  —  domestic  as  well  as  inter- 
national —  and  (2)  its  supply  situations  --  including  supply  of 
capital,  external  economies,  and  resource  endowment.  Thus  we  can  now 
define  balanced  development  as  the  horizontal  and  vertical  development 

of  various  branches  of  an  economy  with  specific  reference  to  its  demand 

29 
and  supply  conditions  so  as  to  achieve  the  economy's  objective   (say, 


29 

An  explicit  introduction  of  the  economic  goal  or  the 
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the  maximization  of  the  national  income  over  time). 

Defining  the  concept  of  balance  in  this  relative  sense  might 
mean  the  loss  of  the  common  sense  connotation  of  the  term  balance. 
The  sacrifice  of  the  simplicity,  or  of  the  common  sense,  however,  is 
the  price  paid  for  meaningfulness.  Even  a  boy  vith  no  special 
knowledge  of  economics  should  be  able  to  sense  that  there  is  something 
wrong  in  the  absolute  concept  of  balance  as  the  development  of  all 
kinds  of  industries  to  an  equal  extent.  He  will  find  it  difficult  to 
understand  why  different  countries  —  whose  resource  endowments  are 
so  different  —  can  maximize  their  development  by  developing  all  kinds 
of  industries  to  the  same  extent.  With  a  little  reflection,  he  should 
be  able  to  tell  that  the  so-called  common  sense  connotation  of  balance 
is  actually  nonsense.  No  proponent  of  balanced  development  as  a 
means  of  economic  development  did  really  mean  to  say  that  the  develop- 
ment of  all  kinds  of  industries  to  an  equal  extent  is  the  key  to 
development  in  any  country  irrespective  of  its  demand  and  supply 
conditions.  Discussion  of  balance  for  economic  development  can  be 
meaningful  only  if  the  term  balance  is  defined  with  respect  to  various 
demand  and  supply  conditions  confronting  an  economy.  Balance  must  be 
defined  with  what  you  have  and  what  you  need  in  mind;  there  is  no 
absolute  balance  as  such! 


maximization  phrase  into  the  concept  of  balanced  development  will 
probably  clarify  the  relativeness  of  the  concept  and  stress  the 
importance  of  the  consideration  of  demand  and  supply  conditions  as 
well  as  various  dynamic  changes  associated  with  the  process  of 
economic  development.  (The  problems  of  dynamic  changes  will  be 
examined  in  the  next  chapter.) 
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It  is  obvious  —  in  view  of  differences  in  the  supply  of 
capital  and  resource  endowment  —  that  any  investment  criteria  for 
underdeveloped  countries  aspiring  to  rapid  economic  development  must 
make  an  explicit  account  of  their  capital  supplies  and  resource 
endowments.  Due  to  the  differences  in  the  costs  of  production,  tastes 
of  population,  geographic  location,  etc.,  different  countries  face 
different  domestic  and  international  demand  conditions.  A  country 
trying  to  speed  up  its  economic  development,  therefore,  must  take  into 
consideration  this  difference  in  demand  conditions  in  formulating  her 
development  plan.  As  soon  as  we  recognize  the  importance  of  consider- 
ing specific  demand  and  supply  conditions  of  individual  countries,  it 
"becomes  clear  that  the  patterns  of  economic  development  of  various 
countries  —  which  differ  in  their  capital  supplies  and  resource 
endowments  as  well  as  their  domestic  and  international  market  con- 
ditions —  need  not  and  ordinarily  should  not  be  the  same.  The  concept 
of  balanced  development  can  allow  for  such  differences  among  differ- 
ent countries  only  if  it  is  understood  as  a  relative  concept  which  is 
to  be  formulated  with  specific  reference  to  demand  and  supply  con- 
ditions of  each  countries. 

To  repeat,  the  concept  of  balanced  development  is  a  relative 
one:  it  means  a  balance  relative  to  the  demand  and  supply  conditions 
of  individual  countries.  Thus,  balanced  development  can  never  mean 
the  disregarding  of  the  special  advantages  given  by  the  resource 
endowment  and  market  conditions.  Balanced  development,  on  the  contra- 
ry, must  mean  utilizing  all  the  special  advantages  possessed  by  a 
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country.  Questions  such  as  the  types  of  investment  projects  to  be 
undertaken  and  the  extent  to  which  each  of  the  investment  projects 
are  to  be  developed  should  be  ansvered  in  each  case  with  specific 
reference  to  the  demand  and  supply  conditions  of  the  particular 
country.  If  the  demand  and  supply  conditions  of  different  countries 
are  different,  the  contents  of  balanced  development  programs  of  differ- 
ent countries  should  naturally  be  different,  too. 

Some  illustrations  might  serve  to  clarify  the  concept  of  rela- 
tive balance.  If  a  country  is  richly  endowed  with  oil  resource,  and 
if  current  as  well  as  prospective  demand  and  supply  conditions  indi- 
cate that  the  development  of  oil  will  make  great  positive  contribution 
to  the  economic  development  of  the  country,  the  balanced  development 
program  of  the  country  should  include  a  special  emphasis  on  oil  de- 
velopment. In  the  same  way,  the  balanced  development  program  of  a 
country  which  has  a  special  advantage  in  the  production  of  natural 
rubber  should  take  the  advantage  of  its  special  demand  and  supply 
conditions,  and  place  emphasis  on  the  rubber  production.  The  special 
emphases  placed  on  oil  and  rubber  by  the  two  countries  are  —  under 
the  assumed  conditions  —  perfectly  compatible  with  their  balanced 
development  programs.  Their  special  efforts  devoted  to  oil  and  rubber 
are  in  balance  with  their  resource  endowments  and  market  conditions. 
For  a  man  who  cannot  (or  refuses  to)  understand  the  concept  of  relative 
balance  and  insists  that  balanced  development  means  the  development  of 
various  branches  of  the  economy  to  the  same  extent,  the  emphases  placed 
on  oil  and  rubber  are  the  examples  of  imbalance.  But  we  have  already 
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seen  that  such  an  absolute  concept  of  balance  is  nothing  but  nonsense 
when  it  is  applied  to  the  economic  development  of  a  nation. 

It  has  been  emphasized  that  balanced  development  must  be  de- 
fined with  specific  reference  to  resource  endowment  and  capital  supply 
as  well  as  market  conditions.  This  emphasis  on  resource  endowment, 
etc.,  however,  does  not  mean  that  the  balanced  development  approach  is 
concerned  only  with  the  comparative  advantages  as  they  exist,  nor 
does  it  show  that  the  balanced  development  thesis  recommends  under- 
developed countries  to  specialize  on  primary  production  alone.   It  is 
true,  as  was  shown  in  the  discussion  of  the  need  of  balance  among 
sectors,  that  the  development  of  the  primary  sector  is  important.   It 
will  not  only  contribute  to  the  improved  standard  of  living  by  furnish- 
ing more  foods  and  fuels  but  also  secure  foreign  exchange  required 
for  the  import  of  capital  goods  as  well  as  some  consumer- goods. 

However,  it  was  also  shown  that  the  expansion  of  primary 
production  alone  is  not  a  very  promising  road  to  rapid  economic  de- 
velopment, which  is  the  goal  of  underdeveloped  countries.  The  trend 
of  terms  of  trade  is  suspected  as  having  turned  against  the  primary 
producers.  And  the  over- threatening  instability  of  the  export  market 
for  primary  products  is  there  to  stay.  Thus,  the  consideration  of  the 
world  market  conditions  warns  underdeveloped  countries  not  to  attempt 
to  achieve  their  ambitious  goal  of  economic  development  by  the  ex- 
pansion of  the  primary  sector  alone. 

Furthermore,  the  fact  that  the  majority  of  the  people  in 
underdeveloped  countries  live  in  the  overcrowded  agricultural  sector 


implies  that,  in  today's  world  in  which  large  scale  emmigation  is 
already  past  history,  the  hope  for  economic  development  largely  rests 
on  industrialization.  Moreover,  industrialization  is  —  though  it 
may  not  be  very  profitable  to  start  vith  —  desired  on  the  ground 
that  it  vill  contribute  to  the  creation  of  the  soeio-cultural-economic 
atmosphere  conducive  to  the  "take-off"  for  a  cumulative  self -sustained 
economic  growth. 

Such  factors  as  the  terms  of  trade,  risk  involved  in  concen- 
trating on  certain  types  of  primary  production,  and  the  effect  of 
present  investment  on  future  growth  will  all  affect  the  prospective 
demand  and  supply  conditions.  Thus,  balanced  development  —  if  it  is 
to  serve  as  the  investment  criterion  for  developing  economies  —  must 
be  defined  with  respect  not  only  to  current  but  to  prospective  demand 
and  supply  conditions.  An  illustration  might  be  useful.  The  emphasis 
on  the  expansion  of  natural  rubber  production  might  be  Justified  on 
the  basis  of  current  demand  and  supply  conditions.  The  expanding  of 
rubber  production,  however,  might  turn  out  to  be  a  rather  risky  under- 
taking when  prospective  demand  —  which  could  be  drastically  curtailed 
if  further  revolutionary  development  occurs  in  the  technology  of 
synthetic  rubber  production  —  is  taken  into  consideration.  Thus,  on 
the  basis  of  the  present  and  prospective  demand  and  supply  conditions 
the  balanced  development  program  of  the  country  in  question  will  not 
place  as  strong  an  emphasis  on  rubber  development  as  it  might  do  on 
the  basis  of  current  market  condition  alone.  The  country  will  rather 
try  to  find  and  develop  other  industries  and  lines  of  export  which 
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have  more  promising  outlooks.  The  question  of  dynamic  changes 
associated  vith  economic  development  will  be  further  examined  in 
the  next  chapter. 


CHAPTER  VII 

DIFFICULTIES  IN  FORMULATING  A  SATISFACTORY 
CONCEPT  OF  BALANCED  DEVELOPMENT 

The  Need  of  a  Dynamic  Concept  of  Balance 
It  was  pointed  out  earlier  that  the  concept  of  income 
elasticity  of  demand  was  a  poor  investment  criterion  because,  among 
other  reasons,  it  depends  on  several  static  assumptions  which  are 
not  likely  to  "be  realized  in  a  developing  economy.  Let  us  now 
further  elaborate  why  investment  criterion  which  requires  static 
assumptions  are  not  likely  to  be  appropriate  in  an  underdeveloped 
country  and  why  dynamic  considerations  are  imperative  in  the  formu- 
lation of  any  satisfactory  investment  criterion  in  a  developing 
economy. 

The  need  of  defining  the  developmental  investment  criterion 
with  explicit  reference  to  demand  and  supply  conditions  was  emphasized 
in  the  preceding  pages.  But  this  emphasis  on  the  consideration  of  the 
market  and  the  cost  side  must  not  be  taken  to  mean  that  the  develop- 
mental investment  criterion  could  be  formulated  on  the  assumption 
of  given  market  conditions  and  resource  endowment. 

The  very  process  of  economic  development  is  a  dynamic  process 
in  which  many  things  change  and  few  things  remain  constant.  And 
this  cannot  be  more  true  than  in  the  ease  of  a  balanced  economic 
development  of  an  underdeveloped  country.  If  the  process  of  balanced 
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economic  development  is  characterized  with  all  kinds  of  changes  over 
time,  it  becomes  very  apparent  that  an  acceptable  investment  criterion 
which  is  to  guide  the  investment  policy  of  an  economy  during  the  period 
of  such  dynamic  changes  must  also  he  dynamic.  Thus,  a  developmental 
investment  criterion  in  a  developing  economy  must  he  dynamic! 

A  program  of  balanced  economic  development  of  a  nation  must 
take  into  consideration  both  the  demand  and  supply  sides  of  the 
problem.  To  take  the  demand  side  first,  attention  must  be  given  to 
the  domestic  and  international  market  conditions.  There  is,  however, 
no  doubt  that  economic  development  involves  changes  in  the  size  and 
qualities  of  population,  level  and  distribution  of  income,  taste  and 
relative  prices.  Demand  from  foreign  countries  over  a  period  of  years 
is  also  likely  to  change  considerably.  The  domestic  and  international 
markets  are,  thus,  not  fixed  but  are  constantly  changing  during  the 
process  of  economic  development. 

On  the  supply  side  of  the  problem  of  capital  formation  and 
economic  development,  a  program  of  balanced  economic  development  must 
pay  due  attention  to  the  supply  of  capital,  external  economies,  and 
resource  endowment.  All  these  factors  do  not,  however,  remain  constant 
but  change  continuously  during  the  process  of  development.  Changes  in 
these  factors  are  indeed  sine  qua  non  of  economic  development.  The 
supply  of  capital  is  bound  to  change  during  the  process  of  economic 
development.  The  levels  of  income  and  saving,  and  the  channelling  of 
saving  into  capital  formation  will  all  change.  The  supply  of  foreign 
capital  might  change  due  to  say,  changes  in  domestic  and/or 
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international  political  atmospheres  and  in  monetary  and  fiscal  poli- 
cies. The  supply  of  entrepreneurs,  managers,  engineers,  technicians, 
skilled  labourers,  the  stock  of  technological  knowledge,  eta ,  -will 
also  change  as  the  economy  undergoes  a  transformation.  Even  the  en- 
dowment of  natural  resources  change.  Many  underdeveloped  countries 
lack  the  knowledge  of  their  resource  endowments.  Intensive  exploration 
and  technological  innovations  in  the  arts  of  geological  prospecting 
might  result  in  new  discoveries  of  resources.   Furthermore,  resource 

endowment  can  change  with  technological  changes.  "Anthracite  was 

2 
once  black  rock." 

One  of  the  very  serious  defects  of  the  doctrine  of  comparative 

cost  as  the  investment  criterion  for  underdeveloped  countries  is  the 

■a 
static  character  of  the  doctrine.   The  doctrine  tells  us  that  a 

country  or  area  should  make  no  attempt  to  produce  goods  which  other 

countries  can  produce  more  cheaply.  Or,  to  put  it  positively,  each 

country  ought  to  specialize  in  the  production  of  what  it  is  best  suited 

to  produce,  and  exchange  them,  through  international  trade,  with  other 

Kindleberger,  op.  clt.,  p.  25. 

%heodore  Morgan,  Discussion  on  "Balanced  Growth  in  History: 
A  critique,"  American  Economic  Review,  Papers  and  Proceedings,  May 
1959,  P.  2. 

^The  fact  that  comparative  cost  is  a  static  doctrine  is  pointed 
out  by  many  economists.  See,  for  example,  Jacob  Viner,  "International 
Trade  Theory  and  Its  Present  Day  Relevance,"  in  Economics  and  Public 
Policy  (Washington,  D.  C:  The  Brookings  Institution,  1955)  PP«  110-11; 
Joan  Robinson,  "Pure  Theory  of  International  Trade,"  Review  of  Economic 
Studies,  19^6-47,  pp.  98-112;  H.  Myint,  "The  Gains  from  International 
Trade  and  the  Backward  Countries,"  Review  of  Economic  Studies,  195^-55* 
pp.  129-^2;  Kindleberger,  op.  cit.,  p.  238. 
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countries.  The  theory  of  comparative  advantage  points  to  the  optimum 

use  of  resources  and  gives  an  order  of  preference  to  industries  in 

k 
accordance  with  the  international  gradient  of  cost.   However,  this 

"classical  trade  theory  is  essentially  a  static  theory  in  so  far  as  it 
assumes  given  tastes,  given  resources,  and  given  technical  knowledge, 
and  is  concerned  with  determining  a  once-f  or-all  optimum  allocation  of 
given  resources.  These  assumptions  preclude  an  analysis  of  the  long- 
run  dynamic  evolution  of  international  trade  and  miss  the  essence  of 
development,  which  is  not  so  much  that  of  achieving  an  optimum  allo- 
cation of  resources  through  the  fulfillment  of  marginal  conditions 
under  static  conditions  as  it  is  that  of  increasing  the  supply  of  re- 
sources through  big  structural  changes  and  allocating  resources  under 
dynamic  conditions. 

If  current  cost-price  relationships  do  not  reflect  the  long- 
run  social  cost-price  relationships  which  could  be  achieved  even  on 
the  basis  of  known  technical  knowledge,  there  is  no  reason  why  poor 
countries  should  accept  as  a  datum  the  present  specialization  among 
regions.  Since  the  present  pattern  of  specialization  is  based  on  the 


existing  cost-price  relations,  it  is  rational  only  with  regard  to  given 
conditions  of  underdevelopment.   The  existence  of  obvious  disequi- 
librium (i.e.,  agriculture  and  primary  production  dominated  economy) 


k 

K.  Mandelbaum,  op.  cit.,  pp.  11-12. 

5g.  M.  Meier  and  R.  1.  Baldwin,  op.  cit.,  p.  325. 

Mandelbaum,  op.  cit.,  p.  k;   T.  Balough,  "Welfare  and  Freer 
Trade  —  A  Reply,"  The  Economic  Journal.  March  1951,  pp.  72-82. 
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in  underdeveloped  countries,  however,  "destroys  the  basic  premise 

7 

underlying  the  scheme  of  the  international  division  of  labor."'  Thus, 
the  theory  of  international  division  of  labour  loses  much  of  its 
classical  simplicity,  once  full  allowance  is  made  for  the  mutability 

of  all  but  those  cost  factors  which  are  natural  in  the  narrowest 

8 
sense. 

Various  dynamisms  associated  with  balanced  development  may 
affect  the  conditions  of  demand  and  supply  throughout  the  economy. 
The  proper  allocation  of  resources  today  on  the  basis  of  today's  market 
and  cost  conditions  alone  may,  under  the  impact  of  balanced  development, 
become  an  improper  allocation  of  tomorrow. 9  Demand  and  supply  con- 
ditions can  change  during  the  process  of  balanced  development,  and 
therefore  the  current  cost-price  relationships  do  not  necessarily 
reflect  the  long  run  cost-price  relationships.  Thus,  it  is  obvious 
that  the  allocation  of  resources  for  balanced  development  must  be  based 
not  only  on  current  demand  and  supply  conditions,  but  on  prospective 
demand  and  supply  conditions  which  encompass  such  changes  as  can  be 
expected  to  occur  in  the  course  of  the  planning  period  both  within  the 
planning  country  and  abroad.10 

If  prospective  demand  and  supply  conditions  serve  as  guides  to 

?Raul  Prebisch,  The  Economic  Development  of  Latin  America  and 
its  Principal  Problems  (Lake  Success:  United  Nations,  1950),  pp.  1  ff. 

"Mandelbaum,  op.  cit.f  p.  13- 

^E.  Mason,  "Raw  Materials,  Rearmament,  and  Economic  Develop- 
ment," Quarterly  Journal  of  Economics,  August  1952,  p.  33^. 


10 


Cf.  Mandelbaum,  op.  cit.,  p.  13;  Baran,  op.  cit.,  p.  293« 
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the  allocation  of  Investment  resources,  more  diversified  patterns  of 
development  might  result.  Development  pro jects,  which  on  prevailing 
cost  and  market  conditions  alone  would  be  uneconomical,  might  appear 
less  so  if  a  longer  view  is  taken  and  the  prospective  market  and  cost 
conditions  "become  the  basis  of  planning.  For  example,  the  con- 
struction of  an  aluminium  plant  whose  value  looks  dubious  due  to  the 
lack  of  the  supply  of  cheap  power,  might  represent  a  sound  economic 
calculation  if  a  simultaneous  development  of  hydro-electric  power  plant 
is  expected.  Industries  which  require  a  high  proportion  of  skilled 
personnel  are  at  a  grave  initial  disadvantage  in  underdeveloped  areas, 
because  skill  is  scarcer  and  is  more  expensive  relative  to  unskilled 
labour  than  in  advanced  countries.  Yet  these  industries  might  be 
developed  —  perhaps  with  the  help  of  foreign  technicians  at  the 
beginning  —  because  the  shortage  could  be  overcome  during  the  process 
of  development  as  the  result  of  technical  education  and  practical 

experience.  Furthermore,  the  very  development  of  these  industries 

U 
might  contribute  to  the  growth  of  the  supply  of  skilled  personnel. 

On  the  basis  of  prospective  market  and  supply  conditions,  thus,  certain 

direct  and  immediate  advantages  indicated  by  the  current  market  and 

supply  conditions  would  be  sacrificed  for  the  sake  of  the  long  run 

dynamic  consideration. 

Mandelbaum,  emphasizing  the  use  of  the  prospective  costs  as 

guides  for  policy,  writes: 


Cf.  Mandelbaum,  op.  cit.,  p.  13 . 
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The  concept  of  long  period  cost  is  particularly  relevant  in 
view  of  certain  technical  developments  vhich  tend  to  reduce  cost 
differences  in  manufactured  goods  between  Industrial  or  /and/  indus- 
trializing countries.  One  may  stress  the  liberation  of  industrial 
locations  from  coal  deposits  by  the  use  of  electricity;  the  growing 
possibilities  of  substitution  which  lessen  the  dependence  on  spe- 
cific raw  materials,  and  the  increasing  speed  of  technological 
adjustment  so  that  opportunities  for  one  plant  or  industry  to 
catch  up  with  the  pioneers  become  more  frequent.  2 

The  reader  will  not  find  it  difficult  to  point  out  some  reasons 
why  not  only  the  current  but  also  the  prospective  market  conditions 
must  be  used  as  the  basis  of  policy  formulation.  To  cite  a  few  of 
them,  the  appearance  of  substitutes,  development  of  transportation  and 
communication  networks,  changes  in  the  level  and  distribution  of  income, 
changes  in  the  supply  and  demand  conditions  abroad,  etc.  all  suggest 
the  importance  of  the  prospective  market  demand  conditions. 

The  preceding  emphasis  on  the  dynamics  of  economic  development 
and  the  prospective  demand  and  supply  conditions,  however,  must  not  be 
misinterpreted  as  equivalent  to  saying  that  the  current  prices  and  costs 
are  not  important  for  policy  formulation.  The  initial  position  with 
regard  to  markets  and  costs  must  bear  a  strong  influence  upon  the  line 
of  development.  Many  factors  influencing  the  market  might  be  altered 
only  in  the  course  of  time.  Likewise,  many  productive  skills  can  be 
developed  only  over  a  period  of  time.  Thus,  in  fields  where  the 
supply  and  demand  conditions  are  unlikely  to  change  except  in  the  very 
long  run  it  will  be  worth  while  to  accept  at  the  outset  the  conditions 
as  they  are.  ->  Furthermore,  even  where  considerable  adjustments  are 

12Ibid.,  pp.  13-llf.       ^Ibid.,  pp.  15-16. 
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imperative,  the  starting  point  in  obtaining  the  prospective  prices 
and  costs  can  he  nowhere  hut  the  current  prices  and  costs. 

In  most  actual  case6,  it  is  probably  rational  both  to  foster 
temporarily  uneconomical  projects  in  anticipation  of  changes  in  the 
conditions  of  demand  and  supply,  and  to  seize  some  of  the  temporary 
advantages  given  by  the  initial  cost-price  structure.  Such  a  result 
is,  in  any  case,  to  be  expected  in  a  mixed  economy  where  not  only  the 

governmental  development  effort  but  also  the  private  enterprises 

Ik 
pursuing  profits  play  role3  in  the  process  of  a  balanced  development. 

Balanced  Development  as  Macro- 
and  Micro-Criteria 

It  has  been  shown,  in  the  preceding  pages,  that  there  are 
three  major  considerations  involved  in  the  concept  of  balanced  economic 
development  as  the  investment  criterion  in  underdeveloped  countries. 
First,  the  concept  suggests  the  need  of  an  over-all  developmental 
effort,  i.e.,  of  a  horizontal  and  vertical  development  of  various 
branches  of  an  economy.  Secondly,  the  concept  of  balanced  development 
must  be  defined  with  explicit  reference  to  the  domestic  and  inter- 
national demand  conditions  as  well  as  to  capital  supply  and  resource 
endowment.  Thirdly,  the  concept  must  be  a  dynamic  one  which  can  allow 
for  various  changes  in  demand  and  supply  conditions  associated  with 
the  process  of  over-all  economic  development. 

Probably  the  central  task  facing  an  attempt  to  formulate  a 


■^Arthur  J.  Brown,  Industrialization  and  Trade  (London:  Royal 
Institute  of  International  Affairs,  19^3),  P«  29 . 
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satisfactory  theory  of  balanced  development  is  to  find  a  concept  of 
balance  which  can  integrate  all  of  the  above  three  considerations  into 
a  coherent  vhole.  The  task  is  extremely  difficult  and  defies  any  easy 
solution. 

One  possible  approach  to  the  solution  of  this  difficult 
task  —  which  might  be  justified  on  pragmatic  grounds  —  is  to  sepa- 
rate the  contents  of  the  balanced  development  thesis  into  two  major 
categories,  i.e.,  into  macro-  and  micro-criteria. 

As  a  macro-criterion  the  concept  of  balanced  development  can 
indicate  a  broad  line  of  approach  to  the  problem  of  capital  formation 
and  economic  development.  This  part  of  the  task  is  rather  simple,  and 
does  not  require  much  more  exploration.  The  Nurksian  analysis  on  the 
demand  side  of  the  problem  of  capital  formation,  and  the  preceding 
studies  of  the  importance  of  external  economies  and  balance  in  supply 
furnish  the  grounds  on  which  the  concept  of  balanced  development  can 
stand  as  a  macro-criterion  which  suggests  the  need  of  horizontal  and 
vertical  balanced  development. 

The  development  of  the  concept  of  balance  as  a  micro- 
criterion  —  which  can  tell  in  concrete  terms  how  to  obtain  balanced 
development  in  a  given  country,  and  thereby  guide  individual  investment 
decisions  in  a  developing  economy  —  is  an  extremely  difficult  one. 
The  difficulty  stems  from  the  lack  of  a  suitable  dynamic  concept  of 
balance  --  a  concept  which  is  dynamic  enough  to  account  for  important 
changes  which  are  bound  to  occur  during  the  process  of  development, 
and  yet  simple  enough  to  be  susceptible  of  ready  measurement  and  use 
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in  statistics-scarce  underdeveloped  countries.  The  dynamic  consider- 
ation makes  it  impossible  to  use  such  available  static  criteria  of 
resource  allocation  as  marginal  productivity  and  investment-output 
ratio.  The  difficulty  of  finding  a  suitable  concept  stems ,  above  all, 
from  the  difficulty  of  forecasting  and  measurement  in  the  developmental 
process  of  an  underdeveloped  economy. 

There  are  several  factors  which  make  the  task  of  forecasting 
and  measurement  much  more  difficult  in  underdeveloped  countries  than 
in  advanced  countries. 

The  difficulties  stem,  first  of  all,  from  the  very  backwardness 
of  their  economies,  where  the  outcome  of  investment  projects  might  be 
affected  by  far  more  additional  frictions  and  uncertainties.  Frictions 
and  uncertainties  exist,  for  example,  with  regard  to  technical  feasi- 
bility of  projected  undertakings,  and  to  the  availability  of  a  sufficient 
amount  of  suitable  human  resources,  required  materials,  transportation 
facilities,  and  the  market  in  which  the  products  could  be  disposed.1-5 

Secondly,  the  difficulty  arises  from  the  fact  that  in  under- 
developed countries  a  very  sizable  portion  of  investment  resources 
must  be  allocated  for  the  provision  of  external  economies.  The 
economic  significance  of  expenditures  on  health,  education,  housing, 
etc.  are  difficult  to  measure.  It  is  difficult  to  distinguish  how 
much  of  these  expenditures  are  "productive"  in  the  sense  that  they 
contribute  to  increased  production,  and  how  much  of  them  are  mere  con- 
sumption which  directly  contribute  to  the  welfare  of  the  people  affected 

5A.  E.  Kahn,  op.  clt.»  pp.  50-51. 
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bat  not  to  any  increase  in  production.  And  vhan  the  planners  Justify 
many  of  their  expenditures  in  terms  of  indirect  and  largely  immeasur- 
able economic  benefit  to  society  as  a  whole,  they  might  err  In  the 

l6 
direction  of  over- optimism. 

Thirdly,  even  vhen  the  investment  is  concerned  with  the  pro- 
duction of  salable  products,  the  measurement  of  output  is  more  diffi- 
cult in  underdeveloped  countries.  It  is  so  because  the  decisions 
generally  involve  the  establishment  of  entirely  nev  services  or  of 

capacities  which  are  very  large  in  comparison  with  the  existing  out- 

17 
put.  '  Where  a  large  structural  change  i3  involved,  as  we  have  seen 

already,  the  marginal  principle  is  often  a  secondary  usefulness  only. 
A  horizontal  and  vertical  development  of  the  various  parts  of  the  econo- 
my is  not  mere  combination  of  marginal  decisions.  "This  makes  the  task 
of  economic  calculation  all  the  more  difficult.  For,  if  one  is  working 
at  the  margin,  the  cost  and  the  productivity  of  small  movements  of  re- 
sources can  be  estimated  with  fair  accuracy,  if  only  because  many  such 
movements  are  occuring  all  the  time.  But  if  one  is  working  in  terms 
of  large  structural  readjustment,  both  cost  and  productivity  are  diffi- 
cult to  measure  and  one  is  left  to  rely  much  more  on  qualitative 
judgements  which  can  be  checked  only  by  the  event  itself." 

See,  Kindleberger,  op.  cit.,  p.  152;  Norman  S.  Buchanan, 
International  Investment  and  Domestic  Welfare  (New  York:  Henry  Holt 
&  Company,  19^5) ,  pp.  104-105;  A.  E.  Kahn,  op.  cit.,  p.  57. 

17Mandelbaum,  op.  cit.,  xvii. 

United  Nations,  Measures  for  the  Economic  Development  of 
Underdeveloped  Countries,  op.  cit.,  p.  50. 
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Thus,  the  difficulties  caused  by  the  very  backwardness  of 
underdeveloped  economies,  the  large  amount  of  expenditures  on  social 
overhead,  and  the  scale  of  development  which  involves  over-all 
structural  changes  make  the  reliable  calculation  of  the  outputs  of 
various  investment  projects  very  difficult.  This  difficulty  of  fore- 
cast and  measurement  in  the  process  of  economic  development  of  under- 
developed economies  in  turn  makes  it  very  difficult  to  develop  a  satis- 
factory dynamic  concept  of  balance  which  can  serve  as  the  investment 
criterion  in  the  dynamic  process  of  over-all  development.  The  develop- 
ment of  a  satisfactory  dynamic  concept  will  have  to  wait  on  much  more 
research  devoted  to  the  discovery  of  such  a  concept.  But  without  such 
a  concept  (or  some  approximation  of  it),  a  completed  theory  of  balanced 
development  —  which  offers  both  macro-  and  micro-criteria  for  in- 
vestment decisions  in  developing  countries  —  will  not  be  available. 

Our  present  inability  to  develop  the  micro-criterion,  however, 
need  not  detain  us  from  using  the  concept  of  balanced  development  as 
the  macro-criterion.  Though  the  balanced  development  thesis  as  the 

macro-criterion  cannot  give  any  detailed  blue  print  for  decision-making 

19 
at  lower  levels,   it  can  help  guide  the  development  policy  makers  by 

19 
The  macro-concept  of  balanced  development  —  a  horizontal  and 

vertical  development  of  various  sectors  of  the  economy  with  specific 
reference  to  current  and  prospective  demand  and  supply  conditions  so 
as  to  maximize,  say  the  national  income  over  time  --  does  not  offer 
much  guidance  for  a  lower  level  civil  servant  who  has  to  make  concrete 
decisions.  To  gain  the  operational  significance  at  the  lower  levels 
of  decision-making  the  concept  must  be  re-expressed,  in  a  concrete 
form,  as  a  micro-criterion  which  tells  how  to  guide  investment  de- 
cisions in  order  to  maximize  national  income  over  time. 
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emphasizing  the  need  of  large-scale  effort,  of  balance  among  sectors, 
of  industrial  development,  and  of  dynamic  considerations. 

It  might  even  he  said  that  the  value  of  such  generally  used 
terms  as  balance  or  priority  as  investment  criteria  is  likely  to  lie 
in  their  macro-connotations.  This  being  the  case,  it  might  be  better 
to  use  the  concept  of  balanced  development  as  the  macro-criterion  only, 
and  to  give  a  more  specific  technical  term  to  what  we  have  called  the 
concept  of  balance  as  the  micro-criterion. 


CHAPTER  VIII 
BALANCE  VERSUS  PRIORITY 

The  preceding  chapter  examined  the  difficulty  involved  in  the 
development  of  "balanced  development  thesis  as  a  micro-  and  macro-cri- 
terion, and  suggested  the  use  of  the  concept  of  balance  as  a  macro- 
investment  criterion  only.  Let  us  now  examine  seme  of  the  cases  which 
favor  the  preservation  of  the  balanced  development  concept  as  the 
macro-criterion,  and  evaluate  the  controversy  of  balance  versus  pri- 
ority in  capital  formation. 

Balance  versus  Priority 
In  the  preceding  pages  it  vas  emphasized  that  the  concept  of 
balance  had  to  be  interpreted  as  a  relative  concept  if  it  vas  to  serve 
as  an  investment  criterion  in  the  process  of  economic  development  of 
underdeveloped  areas.  Balanced  development  must  be  defined  with  spe- 
cific reference  to  demand  conditions  as  well  as  supply  conditions  such 
as  resource  endowment  and  capital  supply.  Thus,  balanced  development 
becomes  a  horizontal  and  vertical  development  of  an  economy  at  various 
fronts  with  specific  reference  to  the  current  and  prospective  demand 
and  supply  conditions  of  the  economy  so  as  to  attain  the  economic 
objective  of  the  developing  society  (such  as  the  maximization  of 
national  income  over  time).  But  here  arises  a  semantic  question. 
While  the  above  developmental  approach  is  called  here  the  balanced 
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development,  some  others  might  prefer  to  call  it  priority  or  unbalanced 
development . 

Some  critics  of  the  doctrine  of  balanced  growth  seem  to  prefer 
to  interpret  the  concept  of  balance  as  an  Indiscriminate  simultaneous 
development  on  all  fronts,  and  to  associate  such  sensible  acts  as 
paying  due  attention  to  the  demand  and  supply  conditions  facing  an 
economy  vith  the  concept  of  priority  only.  For  example,  John  Sheahan, 
criticizing  the  Nurksian  doctrine  of  balanced  growth,  says  that  the 
general  objective  of  any  coordinated  investment  program  in  underde- 
veloped economies  must  be  the  traditional  one  of  economizing  in  the 
use  of  resources  by  "unbalancing"  production  in  the  direction  of  goods 
produced  with  relatively  greatest  efficiency.   He  also  states  that 
"production  should  be  'unbalanced'  in  the  interest  of  maximizing  income 
growth  —  i.e.,  concentrated  in  the  directions  of  falling  relative 

costs  rather  than  diversified  to  match  the  pattern  of  increase  in 

2 
demand."   C.  P.  Kindleberger  also  writes  that  "the  existence  of  ex- 
ternal economies  in  supply  clearly  leads  to  priority  for  investment  in 
those  areas  —  generally  transport,  communication,  education,  and 
sometimes  electric  power  —  where  external  economies  are  largest  and 
most  potent. 

The  preceding  arguments  of  Sheahan  and  Kindleberger  for 
"unbalance"  and  "priority"  do  make  some  sense  as  attacks  against 
balanced  growth  in  the  sense  of  indiscriminate  simultaneous  development 


2OpJL_cit.,  p.  197-        2Ibid.,  p.  190. 
Sop^cit.,  p.  153. 


145 


on  every  front.  However,  if  the  term  balanced  development  is  under- 
stood as  a  relative  concept  which  allows  for  the  demand  and  supply 
conditions,  then  Sheahan's  and  Kindleberger ' s  arguments  for  unbalance 
and  priority  cannot  be  arguments  against  balanced  development.   In 
fact,  their  propositions  are  quite  consistent  with  balanced  develop- 
ment. If  industry  A  has  a  market  and/or  supply  advantage  over  the 
other  alternative  investment  projects,  to  emphasize  industry  A  is 
perfectly  compatible  with  a  program  of  balanced  development. 

As  refined  micro-criteria  of  investment,  the  concepts  of 
balance  and  priority  may,  in  fact,  often  amount  to  the  sane  thing.   If 
the  term  "balance"  is  understood  as  a  relative  concept  which  is  defined 
with  reference  to  demand  and  supply  conditions,  and  if  the  term 
"priority"  is  defined  not  as  concentration  on  a  few  best  points  of 
the  economy  only  but  as  the  assignment  of  the  order  of  preferences  to 
each  project  in  accordance  with  their  expected  returns,  then  the 
distinction  between  balance  and  priority  will  fade  away.  They  are  but 
two  different  names  applied  to  the  same  thing.  For  instance,  if  the 
lack  of  external  economy  in  transportation  is  hindering  a  developmental 
effort,  an  investment  to  provide  better  transportation  facilities  is 
called  for.  This  investment  in  transportation,  however,  might  be  con- 
sidered either  as  an  investment  according  to  the  "balance"  rule,  or  as 
an  investment  according  to  the  "priority"  rule.  The  lack  of  transpor- 
tation hinders  the  horizontal  and  vertical  development  of  the  economy 
which  will  maximize  the  output.  Therefore,  to  invest  in  transportation 
facilities  is  to  bring  the  lagging  transportation  in  line  with  the 
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other  branches  of  the  economy.   It  is  a  means  to  ensure  a  balanced 

development.   Looking  from  the  other  angle,  however,  the  lack  of 

transportation  is  the  bottleneck  whose  removal  is  essential  for  the 

development  of  the  economy.   Therefore,  priority  must  be  given  to 

transportation.  The  following  quotations  give  a  couple  of  examples  in 

the  literature  in  which  the  terms  balance  and  priority  are  used  almost 

synonymously: 

Balanced  economic  development  depends  on  assigning  priorities 
to  projects  according  to  their  contribution  to  the  productivity  of 
the  economy. ^ 

The  road  to  balance  is  through  priorities  for  investments 
which  change  people.  Balance,  in  this  view,  can  be  more  surely 
achieved  by  concentrating  on  those  places  which  will  let  the 
energy  of  the  society  achieve  it  for  itself. 5 

As  refined  micro-criteria,  thus,  balance  and  priority  become  one  and 
the  same.  The  two  concepts  represent  but  two  approaches  which  ••  if 
perfect  knowledge  exists  —  should  produce  the  same  end  result.  No 
country,  however,  has  a  complete  knowledge  of  relevant  economic  vari- 
ables, and  most  underdeveloped  countries  are  conspicuous  by  the  very 
lack  of  many  basic  statistical  data.   In  the  absence  of  the  knowledge 
of  the  various  relevant  variables,  investment  decisions  in  under- 
developed countries  are  often  likely  to  be  made  not  on  the  basis  of 
an  exact  investment  criterion  but  rather  on  the  basis  of  some  other 
expediencies  such  as  intelligent  guesses.  This  is  the  reason  why 

^United  Nations,  Taxes  and  Fiscal  Policy  in  Underdeveloped 
Countries  (New  York:   Columbia  University  Press,  1954),  p.  5 
(italics  mine). 

Kindleberger,  op.  cifc..  p.  166  (italics  mine). 
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the  connotations  of  the  concepts  of  balance  and  priority  as  macro- 
criteria  become  important. 

Though  the  concepts  of  balance  and  priority  might  turn  out  to 
be  the  same  thing  in  their  refined  forms  as  micro-criteria,  their 
connotations  as  macro-criteria  which  show  the  broad  lines  of  approach 
to  capital  formation  and  economic  development  are  likely  to  be  very 
different.  The  two  approaches  rest  on  different  assumptions  of  the 
nature  of  the  difficulties  deterring  capital  formation  and  economic 
development  in  underdeveloped  countries.  The  tacit  assumption  of 
the  priority  approach  is  that  the  barriers  to  capital  formation  and 
economic  development  are  few  and  deep.  It  is  because  of  this  that 
John  Sheahan  writes:  "Any  coordinated  program  should  be  concentrated 
on  those  focal  industries  in  which  returns  are  highest,  taking  into 
account  conflicting  claims  for  scarce  resources.  Concentration  on  the 
few  best  industries  should  be  the  guiding  rule  of  any  program  to  raise 
income.  The  positive  effect  is  completely  disassociated  from  any 
concept  of  diversification."^  If,  as  is  assumed  by  the  priority 
approach,  the  difficulties  are  few  and  concentrated,  it  is  true  that 
investment  resources  must  be  concentrated  on  these  strategic  points, 
the  removal  of  which  will  assure  a  continuing  development  of  the 
economy. 

The  balanced  development  approach,  on  the  other  hand,  rests  on 
the  assumption  that  the  difficulties  deterring  capital  formation  and 
economic  development  are  fundamental  and  widespread,  and  that  their 


60p.  cit.,  p.  196. 
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solution  requires  an  over-all  developmental  effort.  The  Nurksian 
analysis  of  the  difficulty  of  the  narrov  domestic  market  suggested 
that  the  market  difficulty  cannot  be  overcome  hy  a  concentrated 
development  at  a  few  points  only.  Analysis  in  the  preceding  pages 
of  the  supply  side  of  the  problem  of  capital  formation  shoved  that 
the  difficulties  of  the  lack  of  external  economies  in  supply  are 
not  only  deep  but  widely  spread  in  underdeveloped  countries.  Nurkse 
and  others  have  shown  that  the  expansion  of  primary  products  by  many 
underdeveloped  countries  will  be  likely  to  result,  in  the  absence  of 
rapidly  expanding  demand  from  the  industrial  countries,  not  in  the 
increase  but  in  the  decrease  of  the  total  export  proceeds  earned  by 
them.  The  very  points  of  concentration  usually  suggested  by  the  pro- 
ponents of  priorities,  however,  are  these  industries  working  for  the 
international  market.  Basing  its  case  on  these  widespread  difficulties 
due  to  the  narrow  domestic  market,  the  lack  of  external  economies,  and 
the  world  market  conditions  for  raw  materials,  the  balanced  develop- 
ment approach  considers  that  the  priority  approach  in  the  sense  that 
investment  resources  must  be  concentrated  in  a  few  points  is  inade- 
quate as  a  means  of  capital  formation  and  economic  development  in 
underdeveloped  countries.  According  to  the  balanced  development 
approach,  a  horizontal  and  vertical  development,  which  attempts  to 
overcome  the  difficulties  of  the  narrow  domestic  market  and  the  lack 
of  external  economies  inhibiting  capital  formation,  is  not  only  con- 
sistent with,  but  necessary  for  rapid  economic  development  of  under- 
developed countries. 
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The  Case  for  the  Concept  of  Balance 
Prom  the  difference  of  underlying  assumptions  of  the  nature 
and  cure  of  the  difficulties  confronting  underdeveloped  economies 
emerges  the  difference  in  the  macro-connotations  of  the  concepts  of 
balance  and  priority  as  investment  criteria.  This  difference  of 
macro-connotations  of  balance  and  priority,  in  turn,  gives  several 
important  practical  reasons  which  make  it  desirable  not  to  discard 
but  to  preserve  and  develop  the  concept  of  balanced  development. 

Priority  approach  and  its  emphasis 
on  primary  production 

It  is  quite  common  to  encounter  policy  recommendations  vhich 

state  that  vhat  is  needed  for  development  of  underdeveloped  economies 

is  investment  in  primary  production,  i.e.,  mainly  agriculture  and 

mining.  "Indeed,  in  official  Western  opinion,"  writes  Paul  Baran, 

"emphasis  on  the  priority  of  agriculture  —  with  the  desirability  of 

some  consumer  goods  industries  admitted  for  good  grace  —  has  become 

the  earmark  of  a  'prudent'  and  'statesmanlike'  attitude  towards  the 

economic  development  of  underdeveloped  countries. "?  Por  example  a 

paragraph  from  the  Gray  Report  quoted  by  Baran  reads: 

The  potentialities  and  problems  of  the  underdeveloped 
countries  and  the  nature  of  our  Interest  in  their  economic 
development  indicate  the  character  of  development  program  that 
we  should  support.  .  .  .  For  countries  with  resources  that 
can  be  developed  to  meet  a  profitable  world  demand,  this  may 
be  the  most  efficient  way  of  obtaining  additional  goods.  .  .  . 
The  main  requirement  in  most  cases,  is  for  development  which 
will  Improve  agricultural  production.  Development  along 


70p.  cit.,  p.  273. 
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these  lines  must  be  balanced  with  expanded  facilities  for 
industrial  production,  at  the  outset  especially  in  the  light 
industries  producing  consumers'  goods.  .  .  .  The  United 
States  will  have  an  increasing  need  for  raw  materials,  par- 
ticularly minerals,  as  domestic  resources  are  progressively 
exhausted. @ 

The  basis  for  the  frequent  emphases  on  primary  production  and 
warnings  against  overemphasis  on  industrialization  might  vary  from 
time  to  time  and  from  author  to  author.  The  priority  argument,  how- 
ever, seems  to  be  one  of  the  most  important  bases  in  the  minds  of 
many  writers. 9  It  is  suggested  —  inferring  from  the  static  concept 
of  comparative  advantages  and  international  specialization  —  that  the 
resource  endowment  of  underdeveloped  countries  is  generally  most  con- 
ducive to  development  of  primary  production,  and  therefore  concen- 
trating on  primary  production  will  be  to  maximize  the  rate  of  economic 
development.  Thus,  to  many  people,  the  term  priority  and  the  develop- 
ment of  agriculture  in  underdeveloped  countries  are  often  closely 
associated.^0 

In  view  of  the  widespread  malnutrition  and  the  possibility  of 
considerable  expansion  of  agricultural  output  with  some  improvements 
in  capital  and  technique,  there  is  no  doubt  that  agricultural  develop- 
ment is  one  of  the  important  components  of  economic  development  of 

"Report  to  the  President  on  Foreign  Economic  Policies 
(Gray  Report) ,   Washington,  1950.  P>  59.  X Quoted  indirectly  from 
Baran,  op.  cit.,  pp.  273-7^.) 

9cf.  H.  Leibenstein,  op.  cit.,  pp.  261-62. 

10For  example,  see  H.B.  Chenery,  "The  Role  of  Industrial- 
ization in  Development  Programs,"  American  Economic  Review,  Papers 
and  Proceedings,  May  1955,  P«  W. 
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underdeveloped  countries.  Importance  of  agricultural  and  mineral 
exports  as  the  source  of  foreign  exchange  can  also  readily  be  seen. 
But  to  say  that  agricultural  development  is  important  in  economic 
development  and  to  say  that  most  investment  must  be  concentrated  in 
agriculture  are  miles  apart.  We  have  already  seen  that  —  though  the 
development  of  the  agricultural  sector  is  an  important  part  of  the 
total  scheme  of  economic  development  of  most  nations  —  rapid  economic 
development,  which  is  the  goal  of  underdeveloped  economies,  is  not 
likely  to  be  attained  by  an  exclusive  reliance  on  the  development  of 
the  primary  sector  alone.  The  world  market  conditions  which  confront 
the  exporters  of  primary  products  as  well  as  the  fact  that  many  under- 
developed countries  have  very  high  man-land  ratios  tend  to  limit  the 
extent  of  economic  development  possible  by  the  development  of  the 
primary  sector  alone.  Furthermore,  one  wonders  whether  an  almost 
exclusively  agricultural  and  mineral  producing  society  will  ever  pro- 
vide the  various  preconditions  of  "take-off,"  such  as  the  develop- 
ment of  entrepreneurs,  managers,  engineers,  technicians,  skilled 
labourers,  and  social  attitudes  favorable  to  pecuniary  engagement. 
It  is  probably  because  of  this  that  the  people  of  underdeveloped 
societies  look  with  suspicious  eyes  at  the  principle  of  international 
specialization  along  the  lines  of  static  comparative  advantage,  and 
its  corollary,  the  recommendation  to  concentrate  on  primary  production. 
And  this  is  also  an  important  reason  why  industrialization  is  so  uni- 
versally desired  by  underdeveloped  countries.1! 

^H.  T7.  Singer,  "The  Distribution  of  Gains  between  Investing 
and  Borrowing  Countries,  T  American  Economic  Review,  Papers  and 
Proceedings,  May  1950,  p.  hl6. 
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The  undesirable  association  of  priority  approach  with  the 
special  emphasis  on  primary  production  is  one  pragmatic  argument  as 
to  why  the  formulation  of  investment  criterion  in  terms  of  balance 
rather  than  priority  is  to  be  preferred. 

Now  let  us  consider  some  more  fundamental  and  positive  cases 
for  the  formulation  of  developmental  criterion  in  terms  of  balance. 
The  concept  of  balance  as  a  macro- investment  criterion  carries  some 
distinctive  connotations  which  cannot  be  found  in  the  concept  of 
priority.  Some  of  the  prominent  advantages  of  the  macro- implications 
of  the  balanced  development  approach  over  priority  approach  are  (1)  its 
emphasis  on  the  scale  of  the  problem  of  economic  development  of  under- 
developed societies,  (2)  its  offer  of  theoretical  support  for  industri- 
alization of  underdeveloped  areas,  (3)  its  stress  on  the  balance  among 
sectors  or  branches  of  an  economy,  and  (4)  its  equal  emphasis  on  the 
demand  and  supply  sides  of  the  problem  of  capital  formation. 

Scale  of  the  problem  of 
economic  development 

While  the  priority  approach  is  likely  to  suggest  a  selection 

of  a  few  best  branches  of  the  economy  and  concentrating  on  them,  the 

balanced  development  approach  suggests  the  huge  task  involved  in 

economic  development  of  underdeveloped  countries.  By  paying  attention 

to  the  interrelationship  of  various  branches  of  an  economy,  and  by 

proposing  a  horizontal  and  vertical  development  of  various  branches 

of  an  economy,  the  thesis  of  balanced  development  suggests  the  huge 

scale  of  the  task  involved  in  the  economic  development  of  underdeveloped 

countries.  The  significance  of  this  emphasis  on  the  huge  magnitude  of 
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the  problem  "becomes  clear  vhen  we  recall  the  very  low  standards  of 
living  prevalent  in  underdeveloped  countries,  the  existence  of  many 
socio-cultural-economic  barriers  to  economic  development,  and  the 
urgent  need  of  economic  betterment  in  the  face  of  rapidly  increasing 
population.^-2 

Theoretical  support  for 
Industrialization 

The  priority  criterion,  as  already  pointed  out,  tends  to  urge 
underdeveloped  countries  to  concentrate  mainly  on  primary  production. 
The  theory  of  balanced  development,  on  the  other  hand,  offers  theoreti- 
cal support  for  industrialization  which  is  so  universally  desired  by 
underdeveloped  countries. 

Underdeveloped  countries  are  now  engaged  in  a  deliberate 
effort  to  achieve  within  a  short  period  of  time  what  Western  countries 
achieved  in  two  hundred  years  and  more  through  the  initiative  of  count- 
less individuals  under  free  enterprise.  Success  in  this  bold  effort, 
however,  is  unlikely  to  come  without  a  determined  effort  on  many 
fronts.  In  view  of  the  world  market  conditions  facing  the  primary 
products  of  underdeveloped  countries,  the  desired  level  of  economic 
progress  is  not  likely  to  be  gained  by  concentrating  on  primary 
production  alone. 

By  emphasizing  the  interrelationship  of  various  branches  of  an 
economy,  by  stressing  that  developmental  effort  must  be  undertaken  on 

Tne  significance  of  the  emphasis  on  the  scale  of  economic 
development  involved  has  been  discussed  extensively  in  Section  1, 
Chapter  III. 
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many  fronts,  and  by  clarifying  the  difficulties  involved  in  the 
expansion  of  primary  production  alone,  the  balanced  development 
approach  offers  a  theoretical  justification  for  the  industrialization 
effort  of  underdeveloped  countries. 

The  incorporation  of  various  dynamic  considerations  into  the 
theory  of  balanced  development  —  if  it  is  carried  out  successfully  -- 
will  further  strengthen  the  theoretical  justification  of  the  industri- 
alization of  underdeveloped  economies.  By  discarding  the  static  theory 
of  comparative  advantage  and  emphasizing  the  importance  of  prospective 
demand  and  supply  conditions,  the  dynamic  concept  of  balanced  develop- 
ment will  offer  a  strong  support  for  industrialization.  Many  under- 
developed countries  which,  on  the  basis  of  current  resource  endowments, 
are  not  suited  for  industrialization  might  turn  out  to  be  fitted  for 
many  types  of  industrial  activities  on  the  basis  of  prospective 
resource  endowments. 

Balance  among  sectors 

While  the  balanced  growth  approach  offers  a  theoretical  justi- 
fication for  industrialization,  it  does  not  commit  the  mistake  of 
giving  an  exclusive  or  an  excessive  emphasis  on  the  development  of  the 
industrial  sector  alone.   In  fact,  as  we  have  already  seen,  one  of  the 
most  natural  connotations  of  the  concept  of  balanced  development  is  its 
emphasis  on  the  interrelationship  among  various  sectors  of  an  economy. 
By  stating  that  various  branches  of  an  economy  must  be  developed  in 
view  of  specific  demand  and  supply  conditions  facing  the  economy,  the 
balanced  development  approach  refuses  to  give  any  exclusive  priority 


155 


to  any  one  sector  or  'branch  of  the  economy  alone.  There  is  no 
inherent  absolute  advantage  of  one  sector  over  another.  Investment 
resources  must  be  allocated  to  whatever  sectors  so  as  to  maximize, 
say,  the  growth  of  the  net  output.  Not  only  opportunities  in 
industries  but  also  opportunities  in  primary  sectors  such  as  agri- 
culture, mining,  fishery,  forestry,  etc.,  are  to  be  carefully  evaluated. 
Furthermore,  not  only  domestic  but  also  international  demand  and  supply 
conditions  are  to  be  considered.  No  modern  nation  can  live  in  isolation 
from  the  others.  A  program  of  balanced  development  of  any  nation  must, 
therefore,  take  the  full  advantage  of  international  economic  inter- 
course. 

Emphasis  on  demand 
as  well  as  supply 

Another  advantage  of  formulating  the  developmental  criterion 
in  terms  of  balance  derives  directly  from  the  Nurksian  contribution 
as  well  as  from  the  macro-connotation  of  the  concept  of  balance.  While 
considering  the  problem  of  capital  formation  economists  are  apt  to 
forget  to  consider  the  demand  side  of  the  problem.  Nurkse's  concept 
of  balanced  growth  has  done  a  great  service  in  pointing  out  the 
importance  of  demand  and  the  market  in  the  process  of  capital  formation. 
The  formulation  of  investment  criterion  in  terms  of  balanced  develop- 
ment, it  is  hoped,  might  retain  this  important  contribution  of  the 
Nurksian  thesis.  This  Nurksian  heritage  which  stresses  the  demand 
side,  however,  is  supplemented  by  an  equal  stress  on  the  supply  side 
in  the  balanced  development  approach.  The  balanced  development 
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approach  —  as  the  term  should  imply  —  does  not  attach  an  excessive 
emphasis  on  the  demand  side  (as  in  the  case  of  the  Nurksian  doctrine), 
hut  it  rather  attaches  equal  importance  both  to  the  demand  and  supply 
sides  of  the  prohlem  of  capital  formation. 

Balance  and  Priority 

In  an  attempt  to  demonstrate  the  desirability  of  preserving 
and  developing  the  concept  of  balanced  development,  the  preceding 
pages  examined  the  significance  of  some  macro-connotations  of  the 
balanced  development  thesis.  The  examination  shows  that  the  concept 
of  balanced  development  offers  several  important  macro-guidances  to 
policy  makers,  and  by  this  very  virtue  deserves  to  occupy  a  place  as 
a  macro-investment  criterion  in  developing  economies. 

Having  seen  some  proponents  of  priority  approach  who  attempted 
a  complete  disposal  of  the  concept  of  balance,  the  reader  might  expect 
that  the  balanced  development  thesis  will  also  claim  the  complete 
fallacy  of  the  priority  concept  and  insist  on  dumping  the  concept  into 
a  trash  can.  The  acceptance  of  the  balanced  development  thesis  as 
the  macro-investment  criterion  and  the  recognition  of  the  virtues  of 
such  a  criterion,  however,  do  not  have  to  mean  the  complete  discard  of 
the  concept  of  priority. 

A  properly  interpreted  concept  of  priority  ~  with  its 
emphasis  on  the  scarcity  of  capital  and  resources,  and  on  the  efficient 
allocation  of  these  scarce  inputs  so  as  to  maximize  the  rate  of  growth 
»  also  has  a  role  to  play  in  the  developmental  process  of  under- 
developed economies.  The  two  concepts  —  balance  and  priority  —  are 
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not  mutually  exclusive]  they  are  complementary  rather  than  competitive! 
Both  have  their  own  useful  macro-connotations  to  guide  developmental 
efforts.  The  presence  of  hoth  concepts  will  probably  help  prevent 
the  misleading  interpretation  of  the  concept  of  balance  and  priority. 
For  example,  the  common-sense  connotation  of  the  concept  of  priority 
should  reveal  the  absurdity  of  interpreting  balance  as  an  indiscriminate 
development  at  all  fronts;  the  connotation  of  the  concept  of  balance 
should  preclude  the  inadvertent  interpretation  of  priority  as  concen- 
tration on  primary  production  alone.  Having  seen  the  complementarity 
of  the  two  concepts,  the  reader  might  probably  wish  to  change  the  phrase 
"balance  versus  priority"  to  read  "balance  and  priority." 


CHAPTER  IX 
GENERAL  EVALUATION  AND  CONCLUSION 

Since  its  inception,  the  Nurksian  doctrine  of  balanced 
growth  has  been  subjected  to  many  destructive  criticisms.  Critics 
such  as  Sheahan  and  Fleming  saw  many  flavs  in  Nurkse's  thesis  and 
launched  their  powerful  weapons  of  destruction;  but  they  failed  to 
see  the  virtue  and  potentiality  of  Nurkse's  doctrine.  Unlike  these 
critics,  the  present  writer  believed  that  the  virtues  —  real  as  well 
as  potential  —  of  the  "balanced  growth"  thesis  were  too  precious  to 
be  just  destroyed,  and  that  some  of  the  flaws  of  the  doctrine  might  be 
removed  without  serious  damage  to  the  virtues.  Thus,  the  writer 
attempted  to  identify  the  Nurksian  doctrine  and  to  subject  it  to  a 
constructive  criticism. 

The  present  study  found  that  the  Nurksian  doctrine  was  a 
significant  contribution  towards  the  understanding  of  problems  of 
capital  formation  in  underdeveloped  countries.  By  focusing  his 
attention  on  the  deficiency  of  market  demand  and  the  effect  of  this 
demand  deficiency  on  the  inducement  to  invest,  Nurkse  brought  back 
the  attention  of  the  students  of  economic  development  to  the  much 
neglected  aspect  of  capital  formation,  viz.,  the  demand  side.  By 
prescribing  a  more  or  less  simultaneous  development  of  various  con- 
sumer-goods industries  as  the  solution  to  overcome  the  difficulty  of 
the  narrow  domestic  market,  Nurkse  not  only  stressed  the  magnitude 
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of  the  task  of  capital  formation  and  economic  development  in  under- 
developed countries,  but  also  offered  a  theoretical  support  for 
industrialization  which  is  so  universally  desired  by  developing 
countries. 

It  was,  however,  found  that  the  Nurksian  thesis  —  despite 
its  positive  elements  —  falls  far  short  of  a  satisfactory  theory  of 
balanced  development.  Nurkse' s  analysis  contains  some  unrealistic 
assumptions  as  well  as  analytical  flaws.  It  also  neglects  to  examine 
some  factors  whose  careful  analysis  is  indispensable  for  an  attempt 
to  obtain  a  reasonably  satisfactory  theory  of  balanced  development. 

Nurkse  claimed  that  the  narrowness  of  the  domestic  market 
discouraged  the  profitable  application  of  modern  capital  equipment 
"by  anjr  individual  entrepreneur  in  any_  particular  industry."1  The 
writer  is  in  agreement  with  Nurkse  in  that  he  recognizes  the  de- 
ficiency of  the  market  demand  as  an  important  barrier  to  the  inducement 
to  invest  in  modern  capital  facilities  in  many  industrial  fields.  He, 
however,  differs  from  Nurkse  in  believing  that  to  claim  an  inevitable 
inelasticity  of  demand  in  any  line  of  industry  is  not  realistic  nor 
necessary  for  a  thesis  of  balanced  development.  To  claim  that  any 
single  investment  in  any  line  of  industry  is  bound  to  be  a  failure  due 
to  the  lack  of  demand  is  not  consistent  with  the  reality  of  an  under- 
developed country  in  which  some  type  of  industrial  investment  is 
always  taking  place.  To  allow  for  this  fact,  the  writer  discarded 
the  unnecessarily  strict  Nurksian  assumption  of  the  inevitability  of 


"'Op*  cit.,  p.  7  (italics  mine). 
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inelastic  demand  for  any  single  industrial  venture  taken  by  itself, 
and  suggested  a  much  more  modest  assumption  with  respect  to  the  demand 
condition  in  underdeveloped  countries.  What  is  important  is  to 
recognize  the  importance  of  the  market  demand  in  the  process  of  capital 
formation  without  claiming  the  all-pervasiveness  of  the  demand  de- 
ficiency. 

As  Nurkse  was  concerned  with  the  inducement  of  private  entre- 
preneurs to  invest,  it  was  quite  natural  for  him  to  use  the  income 
elasticities  of  demand  as  the  measure  of  balance.  "Hie  use  of  the 
income  elasticities  of  demand  as  the  criteria  of  balance,  however, 
requires  a  set  of  very  unlikely  assumptions.  It  must  assume  that 
distribution  of  income,  relative  prices,  and  the  tastes  of  the  population 
will  remain  stable  —  all  very  unlikely  assumptions  in  a  process  of 
economic  development  characterized  by  changes  of  all  sorts.  Further- 
more, the  income  elasticity  of  demand  cannot  tell  whether  a  country 
should  produce  a  good  domestically  or  should  import  it  from  abroad. 
The  income  elasticity  is  rather  poor  criterion  of  development  when 
there  are  large  discrepancies  between  social  and  private  produc- 
tivities. Such  discrepancies  are  generally  very  significant  in 
underdeveloped  economies  due  to  such  factors  as  various  market  im- 
perfections, the  lack  of  interrelated  industries,  and  the  de- 
ficiency of  social  overheads. 

Nurkse  offered  the  synchronized  development  of  various  con- 
sumer-goods industries  as  the  solution  to  the  difficulty  of  the 
narrow  domestic  market.  Because  people  working  at  various  consumer- 
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goods  industries  will  become  each  other's  customers,  Nurkse  reasoned, 
the  difficulty  of  the  narrow  market  vill  disappear  in  the  case  of 
a  synchronized  development  of  series  of  consumer-goods  industries. 
It  is  true  that  people  working  at  various  consumer-goods  Industries 
will  become  each  other's  customers.  But  whether  the  demand  thus 
created  by  the  increased  purchasing  power  of  the  workers  in  consumer- 
goods  industries  will  be  sufficiently  large  to  make  the  simultaneous 
development  of  various  consumer-goods  industries  profitable  is  a 
quite  different  question.  Judging  from  the  prevailing  low  levels  of 
income  in  underdeveloped  countries,  and  the  importance  of  foods  and 
fuels  in  the  budget  of  a  poor  family,  it  is  clear  that  very  sizable 
proportion  of  the  income  created  by  the  synchronized  development 
of  consumer-goods  industries  will  be  spent  for  non-industrial  goods. 
Added  to  this  leakage  is  the  leakage  into  other  industrial  commodities 
and  imported  goods.  Thus  the  leakages  of  income  out  of  consumer- 
goods  sectors  nake  it  impossible  to  expect  that  the  synchronized 
creation  of  consumer-goods  alone  will  overcome  the  market  deficiency 
deterring  capital  formation. 

The  leakage  of  income  to  non-industrial  sectors  also  means  that 
the  development  of  non-industrial  sectors  must  accompany  the  develop- 
ment of  consumer-goods  industries.  If  the  supply  of  non-industrial 
goods  are  not  increased  while  the  demand  for  them  from  the  industrial 
workers  is  increasing,  it  means  an  inflation  and  the  worsening  of 
the  terms  of  trade  for  industrial  producers.  Furthermore,  some  of 
the  income  created  in  non-industrial  sectors  will,  like  the  income 


162 


created  within  the  industrial  sector,  be  spent  for  the  purchase 
of  manufactured  consumer-goods.  Thus,  the  solution  suggested  by  a 
more  thorough  pursuit  of  the  Nurksian  logic  to  cope  vith  the  diffi- 
culty of  the  narrow  domestic  market  is  a  more  or  less  simultaneous 
development  of  various  branches  of  the  economy,  consumer-goods 
industries  being  one  of  such  branches. 

Probably  in  his  effort  to  stress  the  importance  of  the  diffi- 
culty caused  by  the  deficiency  of  demand,  and  to  present  his  thesis 
in  a  clear-cut  way,  Hurkse  neglected  to  consider  the  other  equally, 
if  not  more,  important  side  of  the  problem  of  capital  formation,  i.e., 
the  supply  side.  He  simply  failed  to  analyze  the  supply  side  as  an 
integral  part  of  his  thesis  of  balanced  growth.  As  any  attempt  to 
promote  the  rate  of  capital  formation  in  a  country  requires  the 
consideration  of  the  demand  as  well  as  the  supply  side  of  the  problem, 
a  solution  proposed  on  the  basis  of  one-sided  consideration  of  the 
demand  side  alone,  is  likely  to  lose  its  validity  when  it  is  seen  in 
the  light  of  the  supply  side  of  the  problem,  too. 

To  remove  the  shortcoming  of  the  Hurksian  doctrine  due  to 
its  neglect  of  the  supply  side,  the  writer  undertook  an  analysis  of 
the  supply  side  as  an  integral  part  of  the  theoretical  structure 
of  the  balanced  development  thesis.  As  soon  as  the  supply  side  was 
introduced  into  the  picture,  it  became  clear  that  not  only  the  lack 
of  demand  but  also  the  lack  of  related  industries  and  various  social 
overhead  capital  was  deterring  capital  formation  in  underdeveloped 
countries.  The  solution  suggested  to  overcome  the  difficulty  of 
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the  lack  of  related  industries  and  social  overhead  facilities  was  verti- 
cal balanced  development  --  a  more  or  less  simultaneous  development 
of  various  complementary  stages  of  industries  and  social  overheads. 

The  combined  consideration  of  the  difficulties  on  the  demand 
as  well  as  the  supply  side  of  capital  formation  seemed  to  suggest 
the  solution  of  horizontal  and  vertical  balanced  development,  viz., 
a  more  or  less  simultaneous  development  of  various  stages  of  pro- 
duction in  various  branches  of  an  economy.  There  is,  however,  another 
important  aspect  of  the  supply  side  of  the  problem  of  capital  for- 
mation. It  is  the  limitations  of  the  capital  supply  and  the  resource 
endowment.  No  two  countries  are  identical  with  respect  to  the  types, 
qualities,  and  quantities  of  resources  it  is  endowed  with;  and  every 
underdeveloped  country  has  a  fairly  limited  capital  supply.  Any 
theory  of  capital  formation,  therefore,  if  it  is  to  be  a  valid  one, 
must  allow  for  capital  supply  and  resource  endowment. 

Will  the  horizontal  and  vertical  balanced  development  have  a 
chance  to  succeed  in  view  of  the  reality  of  limited  capital  and 
resources?  Fortunately,  the  necessity  of  allowing  for  the  lack  of 
capital  supply  and  resource  endowment  does  not  mean  the  necessity  of 
dumping  the  idea  of  horizontal  and  vertical  balanced  development. 
It  was  shown  that  the  need  to  allow  for  capital  supply  and  resource 
endowment  can  be  readily  incorporated  within  the  framework  of  the 
balanced  development  thesis  once  we  understand  the  fact  that  the 
concept  of  balance  is  a  relative  one.  Whether  a  thing  is  balanced 
or  not  depends  on  the  terms  of  reference.  We  are  interested  in 
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balance  for  the  sake  of  economic  development.  To  achieve  the 
objective  of  economic  development  (such  as  the  maximation  of 
national  income  over  time),  the  consideration  of  the  relevant  factors 
becomes  necessary.   The  developmental  plan  must  be  formulated  with 
respect  not  only  to  the  demand  but  to  the  supply  conditions  confronting 
its  economy.  Thus,  whether  a  country's  economy  is  balanced  or  not  is 
to  be  judged  with  specific  reference  to  its  capital  supply  and  its 
resource  endowment  as  well  as  the  domestic  and  international  market 
conditions  facing  its  economy.   In  view  of  the  differences,  among  others, 
in  the  quantities,  kinds,  and  qualities  of  various  resources  available, 
it  is  obvious  that  the  patterns  of  balanced  economic  development  of 
various  countries  need  not  and  ordinarily  should  not  be  the  same  for 
different  countries. 

Any  satisfactory  investment  criterion  in  the  process  of 
economic  development  must  be  able  to  allow  for  the  dynamic  changes 
during  the  developmental  process.  Thus,  it  was  pointed  out  that  the 
concept  of  balanced  development  must  be  dynamic.  A  dynamic  concept 
of  balanced  development,  however,  is  difficult  to  obtain  due  to  the 
lack  of  a  dynamic  investment  criterion.   In  the  absence  of  a  dynamic 
investment  criterion  which  can  allow  for  numerous  changes  associated 
with  economic  development  and  yet  which  is  simple  enough  to  be 
operationally  manageable  by  underdeveloped  countries,  the  develop- 
ment of  a  micro- investment  criterion  which  can  offer  a  detailed  guide 
for  individual  investment  decisions  cannot  be  perfected.  The  develop- 
ment of  such  a  micro- investment  criterion  is  extremely  difficult,  and 
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we  have  no  basis  to  hope  that  such  a  concept  will  be  available  in 
the  foreseeable  future.  Thus  the  use  of  the  concept  of  balanced 
development  as  a  macro- investment  criterion  only  was  suggested  as 
a  pragmatic  solution.   The  balanced  development  thesis  as  the  macro- 
investment  criterion  emphasizes  the  need  of  large  scale  effort  for  a 
successful  development  of  industrialization,  of  balanced  development 
of  various  sectors,  of  dynamic  considerations  in  development  planning, 
and  so  on  —  all  of  which  might  serve  as  useful  guides  for  the  policy 
makers  of  underdeveloped  countries.  The  reader  might  question  whether 
such  broad  and  rather  vague  criteria  offered  by  the  balanced  develop- 
ment thesis  as  the  macro-criterion  have  any  meaningfulness.  The 
writer  fully  recognizes  the  limitation.  But  wouldn't  the  value  of 
such  generally  used  terms  as  balance  and  priority  lie  in  their  macro- 
connotations? 

The  balanced  development  thesis  as  the  macro-criterion, 
furthermore,  can  always  be  supplemented  by  a  micro-criterion  whenever 
such  a  criterion  becomes  available.  Though  a  perfect  micro-criterion 
will  never  be  available  in  view  of  the  difficulty  of  allowing  for 
changes  and  uncertainties,  a  reasonably  satisfactory  compromise  might 
be  struck  by  further  research  in  the  field.   When  such  a  micro- 
criterion  emerges,  it  will  probably  be  best  described  by  a  specific, 
technical  term. 

The  immediately  preceding  chapter  was  devoted  to  the  clarifi- 
cation of  the  question  of  balance  versus  priority.  The  writer  has 
shown  cases  which  make  it  desirable  to  preserve  the  concept  of  balance. 
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Unlike  some  proponents  of  the  priority  approach  who  see  the  validity 
only  in  the  concept  of  priority  and  denounce  the  balanced  develop- 
ment approach  as  a  sheer  impossibility,  the  writer  refused  to  commit 
the  mistake  of  claiming  the  concept  of  balance  as  the  only  valid 
criterion  and  denouncing  priority  argument  as  useless  and  mis- 
leading. The  writer  recognized  the  values  of  the  both  concepts. 
Both  have  valuable  macro- connotations  which  can  be  complementary 
rather  than  competitive  as  macro- Investment  criteria  in  the  develop- 
mental process. 

The  purpose  of  this  dissertation  was  not  to  construct  single- 
handedly  a  completed  theory  of  balanced  development,  but  rather  to 
explore  the  possibilities  and  limitations  of  a  balanced  development 
thesis.   In  an  attempt  to  refine  and  expand  the  Nurksian  doctrine  of 
balanced  growth,  the  writer  has  journeyed  through  some  avenues  of 
exploration.  These  explorations  revealed  the  modifications,  refine- 
ments, and  expansions  necessary  for  the  development  of  the  Nurksian 
thesis  into  a  more  satisfactory  theory  of  balanced  development.  The 
study  also  pointed  out  the  difficulties  involved  in  the  development 
of  a  complete  theory  of  balanced  development.   It  was,  however,  shown 
that  --  even  if  the  balanced  development  thesis  as  the  micro- 
criterion  is  not  likely  to  be  available  --  the  preservation  of  the 
concept  of  balance  as  the  macro-criterion  was  justified. 
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